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THE BUDGET AND ECONOMIC OUTLOOK: 
FISCAL YEARS 2013 TO 2023 


TUESDAY, FEBRUARY 26, 2013 

U.S. Senate, 
Committee on Finance, 

Washington, DC. 

The hearing was convened, pursuant to notice, at 10:07 a.m., in 
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus 
(chairman of the committee) presiding. 

Present: Senators Wyden, Schumer, Stabenow, Cantwell, Nelson, 
Menendez, Carper, Cardin, Brown, Bennet, Casey, Hatch, Grassley, 
Roberts, Enzi, Cornyn, Thune, Burr, Isakson, and Portman. 

Also present: Democratic Staff: Amber Cottle, Staff Director; 
John Angell, Senior Advisor; and Mac Campbell, General Counsel. 
Republican Staff: Chris Campbell, Staff Director; and Aaron Tay- 
lor, Professional Staff Member. 

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR 
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE 

The Chairman. The committee will come to order. 

President John F. Kennedy once said, “The solid ground of mu- 
tual confidence is a necessary partnership of government with all 
of the sectors of our society in the steady quest for economic prog- 
ress.” 

In the close to 4 years since the end of the recession, steady prog- 
ress has been made in our economic recovery, but a feeling of un- 
certainty nevertheless continues to spread across the Nation. 

The dysfunction of our government is degrading confidence in our 
economy and creating uncertainty for families and businesses. It is 
preventing families from planning for the future, dragging down in- 
vestment, and leaving businesses sitting on the sidelines and hold- 
ing back our economy. 

Like many members of the committee, I just returned from a 
week at home — in my case, Montana — talking with the people I 
work for. I heard from small business leaders in Billings, I met 
with law enforcement in Missoula and Bozeman, and I talked with 
the commander of Montana’s Army National Guard based in Great 
Falls. As part of our traditional, what I call work day, I worked 
early shift at Wheat Montana Bakery in Three Forks. I started at 
7 a.m. I cleaned tables, served coffee, and greeted the customers 
taking a break from their weekend travels. 

At each stop in every corner of the State, I heard one thing over 
and over: the people we work for need certainty. It is time Wash- 
ington started listening, they say. They are tired of being jerked 
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around from one crisis to the next. They want us to work together 
and get our act together. 

They make tough decisions every month to keep their budgets in 
the black, and they deserve a Congress and a President that can 
work together and do the same. In the coming days and weeks, we 
must confront a number of fiscal challenges facing our Nation. 

Just 3 days from now on March 1st, across-the-board budget 
cuts, known as the sequester, will hit. Eighty-five billion dollars in 
Federal spending will be sliced from thousands of programs, includ- 
ing Medicare, rural development, and early education. 

The repercussions will ripple through every sector of our econ- 
omy. In Montana, more than 800 civilian employees at Malmstrom 
Air Force Base and the Army and Air National Guards will face up 
to a 20-percent reduction in pay. These are not just numbers, these 
are real people with bills to pay and families to care for. 

Cuts to national parks hit home in our State, because 64,000 
Montana jobs depend directly on outdoor recreation. 

Nationwide, the Department of Justice’s Office of Violence 
Against Women will lose $21 million. That means fewer grants to 
support the very critical work of the folks I met with in Missoula 
and in Billings — folks doing heroic work to help prevent violence 
against our mothers, sisters, and daughters. These are impressive 
people undertaking these programs, I can tell you. And cuts to the 
Community Oriented Policing Services (COPS) grants program 
could mean fewer police officers on the streets keeping our commu- 
nities safe. 

The uncertainty over how these and other cuts will play out is 
weighing heavily on businesses like Wheat Montana, and those I 
have met with in Billings. The nonpartisan Congressional Budget 
Office predicts the sequester cuts could slow economic recovery and 
result in another year of sluggish growth and high unemployment. 

Yes, we need to cut our debt and get our fiscal house in order. 
We know there are some places to trim the fat. But we need to 
take a scalpel to waste and inefficiency, not allow a hatchet to hack 
into American jobs. We have a plan on the table to bridge the se- 
quester and still cut $110 billion from our debt without putting 
working families and American jobs in jeopardy. The proposal is 
not perfect. I have concerns about cuts to programs family farmers 
rely on, but I understand the alternative of doing nothing could be 
far worse for agriculture and the rest of our economy. 

That is why I secured a compromise that will extend the Supple- 
mental Revenue Assistance Payments (SURE) program and give 
farmers a bridge between direct payments and the next farm bill. 
This includes livestock disaster assistance for ranchers recovering 
from the worst drought in decades. That too is important. So, while 
this plan is not exactly how I would have designed it on my own, 
I recognize that compromise is necessary to get something done. 

My hope is that my colleagues will support this plan or offer 
their own to stop the sequester. We can then work together to pre- 
vent these indiscriminate cuts from causing lasting economic dam- 
age. 

Our economy will be put to the test again in just weeks when 
the continuing resolution expires on March 27th. We face the 
threat of a government shut-down. On the horizon, the Federal bor- 
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rowing limit will be reached in late May. That will require another 
extension of the debt ceiling. 

This is no way to run a country. Congress has been lurching from 
one fiscal show-down to the next, leaving the Nation with uncer- 
tainty. The only way we will be able to get past these budget bat- 
tles is by working together. It is a truism, but, like a lot of truisms, 
it is true. We can start right here in this committee. We need to 
take a balanced approach as we tackle these issues and work to- 
gether to cut the debt. 

Over the past 2 years, we have made real progress cutting defi- 
cits and the debt. In 2011, we passed $1.4 trillion in spending re- 
ductions. Last month. Congress passed legislation that reduced the 
deficit by another $600 billion. 

Together, with interest savings, these actions will cut the deficit 
by $2.5 trillion over the next 10 years. Add to this the savings from 
winding down the wars in Iraq and Afghanistan, and our deficit re- 
duction will reach almost $3.5 trillion over 10 years. 

As the Nation’s economy continues to recover, the long-term 
budgetary outlook has changed. CBO’s forecasts for Medicare and 
Medicaid spending have dropped significantly. Current projections 
for the programs’ costs through the end of the decade are $200 bil- 
lion less than in March 2010. 

CBO also forecasts decreasing deficits in a stable debt-to-GDP 
ratio over the next several years. It projects the 2013 budget deficit 
will be a full third lower than it was in 2010, and it will be cut 
in half by 2015. CBO notes that there will be a slight uptick at the 
end of the decade, so we must continue to attack the deficit head- 
on. 

The unemployment rate is still unacceptably high. American 
families’ budgets are being pinched: skyrocketing gas prices, rising 
food prices, and stagnant wage growth are making it harder for 
families to make ends meet. More must be done to strengthen our 
country’s economy. 

Today we will discuss how we can enact additional balanced sav- 
ings to further reduce the deficit, give families and businesses cer- 
tainty, and protect economic recovery. As we do that, I would like 
this committee to focus on three goals. 

First, job creation. Twelve million people are actively looking for 
work but cannot find a job. An additional 8 million Americans are 
stuck working part-time, and they would like to work full-time. Job 
creation must be the top priority of the administration, this Con- 
gress, and this committee. 

Second, we must simplify our tax code for America’s families and 
businesses. It has been close to 30 years since the last major over- 
haul of America’s tax code. In that time, our world has changed 
dramatically. Back then, China was our 18th-largest trading part- 
ner. China is now our 2nd-largest. Over the past 30 years, exports 
as a share of CDP have nearly doubled. 

Our tax code is antiquated and acting as a brake on our econ- 
omy, especially when compared with our overseas competitors. We 
need a pro-growth tax code that gives America’s businesses the cer- 
tainty they need to compete globally and plan and expand oper- 
ations, instead of living and hoping for a continuation of temporary 
tax breaks. 
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Finally, we must make it a priority to return stability and con- 
fidence to our economy. We have to get off this roller coaster of a 
ride, going from one fiscal crisis to the next. We must give families 
and businesses certainty. We must agree on a balanced, com- 
prehensive plan to cut the debt that includes both more revenue 
and spending cuts. The math will not work any other way. 

A long-term, balanced plan will bridge the budget battles and 
make real progress solving our deficit problem. A balanced plan 
will also encourage businesses to invest and enable investors to re- 
turn to the markets with confidence and, most importantly, put 
Americans back to work. 

Expert witnesses are here today to help the committee examine 
the progress of America’s economic recovery, as well as our eco- 
nomic outlook for the next decade. I look forward to hearing from 
each of you as you provide this committee with the necessary in- 
sight to take on the tough challenges ahead. 

I also hope today this committee can complete its review of three 
individuals nominated to key administration posts. I urge the com- 
mittee members, when we have a quorum, to support the nomina- 
tions of William Schultz, to be General Counsel at the Department 
of Health and Human Services; Christopher Meade, to be the Gen- 
eral Counsel at the Department of the Treasury; and Jack Lew, to 
be the Secretary of Treasury. 

As we will discuss today, our Nation faces a number of great 
challenges. We need bright and dedicated individuals like these 
three nominees to work with us to find solutions. 

So let us listen to the facts about our budget from our experts. 
Let us work together to make tough decisions and do the hard 
work and face the great responsibility before us. As President Ken- 
nedy understood, let us recognize that our economic progress in 
fact depends on the solid ground of mutual confidence. Let us em- 
brace this opportunity to restore certainty and get America back on 
track. 

[The prepared statement of Chairman Baucus appears in the ap- 
pendix.] 

The Chairman. Senator Hatch? 

OPENING STATEMENT OF HON. ORRIN G. HATCH, 

A U.S. SENATOR FROM UTAH 

Senator Hatch. Well, thank you, Mr. Chairman, for holding to- 
day’s hearing. I want to welcome our witnesses and thank them for 
their willingness to appear here with us today. 

This is an important hearing. Given that we are currently in the 
midst of a national debate over our country’s fiscal future, it could 
not be more timely. Anyone who takes a careful look at our Federal 
finances should be very nervous. We have had 4 consecutive years 
with deficits above $1 trillion, and it looks like we are into the 5th 
now. 

By the end of this fiscal year, CBO projects that the debt held 
by the public will reach the largest percentage of GDP since 1950. 
It only gets worse as time goes on. After a temporary lull in the 
growth of debt in 2018, CBO projects that the debt will rise for the 
remainder of the 10-year budget projection window, measuring 77 
percent of GDP by the end of 2023. 
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Now, according to the CBO, “Along such a path, Federal debt 
held by the public will equal a greater percentage of GDP than in 
any year between 1951 and 2012 and will be far above the average 
of 39 percent over the 1973 to 2012 period. Moreover, it will be on 
an upward trend by the end of the decade. Debt that is high by his- 
torical standards, and heading higher, will have significant con- 
sequences for the budget and the economy.” 

Now, these negative consequences of our growing national debt 
will include higher interest costs, lower national savings, more bor- 
rowing from abroad, less domestic investment, lower incomes, less- 
er abilities of policymakers to respond to unexpected challenges 
like natural disasters, and a greater likelihood of a fiscal crisis. 

While some will try to argue that the coming debt crisis can be 
blamed on a lack of sufficient revenue, nothing could be further 
from the truth. With the tax increases included as part of a fiscal 
cliff package that passed on New Year’s Day, the Federal revenue 
as a share of our GDP is on a path to exceed the average of the 
last 40 years. So, despite some adamant claims to the contrary, it 
is clear that our government has a spending problem, not a rev- 
enue problem, and it is our problem. 

Another common claim we have heard from the White House and 
from many here in Congress is that, over the last year and a half, 
we have already cut spending dramatically. This is also untrue. By 
any measure, spending has increased, and there is no use in kid- 
ding about it. It has increased significantly under this administra- 
tion. 

For starters. Federal outlays in fiscal year 2012 are well-above 
2009 levels. Now, some have argued that it is not fair to hold the 
Obama administration entirely accountable for all of the outlays in- 
curred during 2009, so for now let us consider fiscal year 2010. 
When you compare Federal outlays in fiscal year 2012 with those 
of fiscal year 2010, you see an increase in spending of over $82 bil- 
lion. At the same time as the economy has sluggishly recovered. 
Federal revenues have increased. In fiscal year 2012, they were up 
by more than $286 billion compared to 2010. 

So, between 2010 and 2012, the deficit went down by just over 
$204 billion, and literally no part of that reduction can be attrib- 
uted to spending cuts; it is all due to high revenues. Despite these 
facts, the President continues to resist any real spending restraint 
and calls for even more tax hikes, even though he just raised taxes 
less than 2 months ago. 

He also refuses to entertain serious structural changes to our en- 
titlement programs, even though everyone agrees that entitlement 
spending is the main driver of our debts and our deficits. As far 
as I am concerned, any conversation about reducing our deficits 
that does not focus on shoring up and reforming our entitlement 
programs is a missed opportunity. 

In the more immediate future, we face the indiscriminate spend- 
ing reductions that are scheduled to begin on March 1st under the 
so-called sequester, which CBO says will reduce actual outlays in 
fiscal year 2013 by around $44 billion, or just over 1 percent of 
total Federal spending. 

The debate over the sequester appears to be headed down the 
same path that all of our recent fiscal debates have followed, with 
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the President and his allies here in Congress insisting that, in lieu 
of actually cutting spending, we raise taxes on the so-called “rich.” 
Once again, none of the tax hike proposals we are hearing about 
was considered by this committee. Instead, they have been drafted 
somewhere else behind closed doors. 

Today we will hear more about these and other fiscal challenges 
facing our Nation. In addition to discussions about our long-term 
budgetary problems, I expect we will hear recommendations about 
how to deal with short-term spending reductions scheduled under 
the sequester. 

I assume we will also continue to hear grand claims of deficit re- 
duction that measure progress using selective baselines and include 
only promises to reduce spending in the future. Once again, by any 
measure, spending has not been cut to date. We have promises for 
future cuts in spending, but nothing really has been realized. 

I hope today’s hearing will, among many other things, help us to 
get to the bottom of some of these claims and clarify for the Amer- 
ican people how much Congress has actually done to reduce the 
deficit in recent years. 

Now, Mr. Chairman, I want to thank you again for holding to- 
day’s hearing, and I look forward to hearing from the witnesses. I 
will speak right now rather than later. I may reserve some rights 
to speak later, but I will speak right now on the Lew nomination. 

In addition to the budget hearing, I also want to take a few min- 
utes to comment on the committee’s consideration of the nomina- 
tion of Jack Lew to be Secretary of the Treasury. At the outset, let 
me say that I intend to vote today in favor of Mr. Lew’s confirma- 
tion. I believe the President is owed a fair amount of deference in 
choosing people to work in his administration. Though I would 
have chosen a different person for this particular post, I intend to 
defer to President Obama with regard to the Lew nomination. 

That said, I do have serious reservations regarding Mr. Lew. I 
like him personally very much. He certainly has a lot of experience 
in this town. But I have reservations regarding Mr. Lew that have 
not been assuaged through the committee’s consideration of this 
appointment. 

In the end, I hope that he will prove me wrong. For example, I 
strongly disagree with Mr. Lew on some significant policy issues, 
most notably his decision to backtrack from the administration’s 
previous position on the need for entitlement reform and his belief 
in the need for higher taxes. 

Ultimately, I hope we end up with the Jack Lew of the Clinton 
administration, not just another acolyte of the Obama White 
House. I hope we get a Treasury Secretary willing to work with the 
other side of the aisle to put our Nation first in order to confront 
the challenges facing us today. If Mr. Lew is that kind of Treasury 
Secretary, then I think we can work together to accomplish some 
great things for our great country. 

But, if Mr. Lew is committed to playing the same partisan games 
that have gone on for the better part of the last 4 years, then we 
are going to have serious difficulties in getting anything done. I 
hope that will not be the case. 

In addition, as my questions during the hearing demonstrated, I 
believe that Mr. Lew has been less than forthcoming about his time 
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at Citigroup and NYU. Indeed, after extensive questioning, we still 
know very little about these areas of his record. This is problem- 
atic, and I plan to go into these concerns more fully when the nomi- 
nation is debated on the floor. 

Furthermore, I am deeply concerned about the general lack of re- 
sponsiveness from the Obama administration to legitimate ques- 
tions that I and other members of this committee have asked. 
Sometimes we get no answers at all, and that is entirely unaccept- 
able, as I have said all too many times from this very spot. 

Mr. Chairman, I expect the committee will report the Lew nomi- 
nation today, and, once again, I intend to vote in favor of doing so. 
However, as I stated, I have significant concerns that I hope will 
be addressed by greater responsiveness and transparency from the 
administration. I hope you will continue to work with me to ad- 
dress these concerns, and I believe you will because of our relation- 
ship. I want to thank you, Mr. Chairman, for the work that you 
do. 

The Chairman. Thank you. Senator. 

[The prepared statement of Senator Hatch appears in the appen- 
dix.] 

The Chairman. A quorum is present. I thank my colleagues for 
their attendance. We will now interrupt the hearing to conduct 
some business. 

[Whereupon, at 10:26 a.m., the hearing was recessed, recon- 
vening at 10:40 a.m.] 

The Chairman. We will now resume the hearing. 

I would like to now introduce our witnesses. Our first witness is 
Douglas Holtz-Eakin, former CBO Director and president of the 
American Action Forum; next. Bob Greenstein, who is president of 
the Center on Budget and Policy Priorities. Thank you both very 
much for coming. 

We will start with you. Dr. Holtz-Eakin, then proceed to Mr. 
Greenstein. We ordinarily give 5 minutes. You might take a couple 
more if you want, but not many more. We have full attendance 
here, so do your best. Thank you. 

STATEMENT OF DOUGLAS HOLTZ-EAKIN, Ph.D., PRESIDENT, 
T H E AMERICAN ACTION FORUM, WASHINGTON, DC 

Dr. Holtz-Eakin. Well, thank you, Mr. Chairman, Ranking 
Member Hatch, and members of the committee, for the privilege of 
being here today to discuss the budget and economic outlook. I 
have really three points to make in my oral remarks. I did submit 
a written testimony for your reading. 

The first is that we face a very sobering fiscal and economic pic- 
ture in the United States. The second is that controlling the debt 
that we have and are projected to accumulate is consistent with 
better economic growth and job creation, not at odds with it, as is 
often portrayed. The third is that the current reliance on the se- 
quester and the budgetary caps in the Budget Control Act is not 
as fruitful a strategy as a comprehensive tax and entitlement re- 
form would be to deal with these problems, and I would like to 
elaborate on each briefly. 

The first point is simply the sobering outlook presented in the 
most recent CBO budget and economic outlook. The outlook has the 
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virtue of looking forward. It is starting from the point where we 
find ourselves and depicting what happens if the fiscal position is 
left on auto-pilot. If one looks at that, we start with a position of 
$16 trillion in gross Federal debt and would accumulate $7 trillion 
more in deficits over the next decade. 

This would leave us in a situation where gross Federal debt 
would exceed GDP each and every year and end the decade in that 
position, a benchmark that I want to return to as an important one 
in its implications for economic growth. 

The deficit and debt in the hands of the public, a more conven- 
tional measure, might decline briefly but will be rising both in ab- 
solute terms and as a percentage of GDP toward the end of the dec- 
ade. This all occurs despite the recent efforts to close the deficit by 
raising $600 billion in new taxes at the turn of this year. 

The economic outlook is no more promising, with subpar eco- 
nomic growth this year projected at 1.4 percent, and to me a more 
troubling aspect being the long-term growth rate marked down 
from 2.5 percent last year to 2.2 percent per year in the most re- 
cent economic outlook. 

This is indeed a troubling projection for the United States over 
the next decade. Controlling the debt imbedded in this outlook is 
not at odds with robust economic growth and job creation. The re- 
sult of research led by Carmen Reinhart, Ken Rogoff, and others 
shows that countries with the U.S.’s situation, situations where the 
gross debt exceeds 90 percent of GDP — and we are at 100 percent 
and will remain so in this outlook — those countries tend to grow 
more slowly, about a percentage point more slowly each year, than 
do comparable countries that are less burdened by debt. 

That price that we are paying right now, the growth penalty, 
would translate into about a million jobs a year at this point in 
time — something desperately needed by Americans who are out of 
work — and lower incomes that could total as much as $10,000 per 
median family over the next decade or so. 

So this is a situation which is harming the U.S., and it makes 
sense that high debt burdens inhibit economic growth, something 
I would be happy to elaborate on in the Q&A, because of the poten- 
tial they raise for higher taxes and fiscal crises. So, being serious 
about controlling debt is a way to be serious about growing more 
rapidly. 

But another lesson of the literature that has displayed the price 
you pay for high debt is that there are better and worse ways to 
deal with it. The playbook that has emerged is one in which the 
best approach to dealing with large debt and bad growth is one 
that keeps taxes low and reforms them to be more pro-growth. 

I want to echo the call of the chairman for pro-growth tax reform. 
I know this committee has worked on this over the past year. I 
hope you get pro-growth tax reform over the finish line; it is des- 
perately needed in the United States. 

On the spending side, restraint must be displayed in order to 
control the level in growth and debt, but not all spending is created 
equal. It is important to preserve core functions of government — 
national security, basic research, infrastructure, education — and in- 
stead cut transfer programs. 
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In the United States, that means less reliance on things like the 
sequester and Budget Control Act discretionary caps and, instead, 
entitlement reform, which is the bulk of the spending in the Fed- 
eral budget and is the place where the largest growth is projected 
over the next decade. 

These reforms, I might point out, would also be a good idea in 
and of themselves. At the moment, the “plan” for Social Security 
is to keep it actuarily solvent on the government’s books by cutting 
retirees’ benefits 25 percent across the board 2 decades from now. 
That is not a particularly good way to run a retirement program. 

Medicare at the moment is running a $300-billion-a-year cash 
flow deficit, the gap between premiums and payroll taxes and 
spending going out. We get 10,000 new beneficiaries every day. 
That is a program that is alone responsible for a quarter of all the 
Federal debt outstanding since 2001. Given its current State, it will 
fall under its own financial weight unless reformed. 

Medicaid, similarly, has financial problems, and is a program 
where its beneficiaries end up in emergency rooms for ordinary 
care at twice the rate of the uninsured. So, these are programs that 
are hardly doing well at the moment and merit reforms on the 
basis of their services to beneficiaries. And reforms are what is 
needed to control the debt and the growth in debt and to grow 
more rapidly as a Nation. So I look forward to the conversation 
today. I would be happy to answer your questions and look forward 
to strategies which would improve our performance and lower the 
future debt. Thank you. 

The Chairman. Thank you very much. Dr. Holtz-Eakin. 

[The prepared statement of Dr. Holtz-Eakin appears in the ap- 
pendix.] 

The Chairman. Mr. Greenstein? 

STATEMENT OF ROBERT GREENSTEIN, PRESIDENT, CENTER 
ON BUDGET AND POLICY PRIORITIES, WASHINGTON, DC 

Mr. Greenstein. Thank you. Let me start by partly agreeing, 
but partly disagreeing, with my colleague, Doug. I agree that we 
are on an unsustainable fiscal course and we need to act. On the 
other hand, I think the statement or the notion that we are already 
in a danger zone because gross debt exceeds 90 percent of GDP and 
that this is already costing jobs is not one most economists would 
agree with. 

Most economists, and CBO, have long said that the best measure 
is the publicly held debt. That is the amount of debt we have to 
go and borrow in private credit markets. The difference between 
the publicly held debt and the gross debt, the additional debt, is 
that one part of the Federal Government owes another part be- 
cause of the Social Security and Medicare trust funds. That is not 
money we go and borrow in private credit markets. 

Reinhart and Rogoff did find a correlation between debt persist- 
ently being above 90 percent of GDP and slower growth, but those 
observations were based on European countries where what is 
called gross debt in those countries is essentially what we call pub- 
licly held debt here, because those countries do not have trust 
funds where one part of the government owes money to another. 
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Their gross debt is money you go and borrow in private credit mar- 
kets, like our publicly held debt. 

So the moral of the story, I think, is that the lesson we should 
derive from Reinhart and Rogoff is that the U.S. will be in a dan- 
ger zone if our debt climbs to, and remains above, 90 percent of 
GDP — the publicly held debt. We are not there yet, but, if we do 
not take any action, over time we will end up there, and that will 
be a problem. 

So where does this leave us? Based on the latest CBO projec- 
tions, policymakers could stabilize the public debt as a share of the 
economy over the coming decade with $1.5 trillion in additional 
deficit reduction. That is the minimum policy, in my view, that pol- 
icymakers should pursue. 

To do that would require significant action that phases in as the 
economy recovers, and it would mean, if we stabilize the debt at 
about its current level — which is about 73 percent of GDP — for the 
coming decade with $1.5 trillion in deficit reduction, policymakers 
would then subsequently need to enact additional deficit reduction 
for the long term due to the aging of the population and rising 
health care costs, especially as we learn more about how to control 
the growth of health care costs throughout the U.S. health care 
system. 

Now, let me add that a greater amount of deficit reduction would 
be desirable if policymakers can design it without doing harm in 
other areas, meaning deficit reduction really needs to be designed 
in a way that does not impede or slow the current economic recov- 
ery; does not jeopardize future productivity growth by providing in- 
adequate resources for education, infrastructure, and basic re- 
search; does not increase poverty and inequality, which are already 
wider here than in most western nations; and does not increase the 
number of Americans who are uninsured or sacrifice health care 
quality. 

In short, it is not just the quantity of deficit reduction that mat- 
ters, it is the quality of the deficit reductions that are chosen that 
matters as well. This is particularly true in the health care area, 
where there are things we can and should do now, but where 
knowledge about effective ways to slow health care cost growth 
system-wide without risking the quality of care or jeopardizing ac- 
cess to needed care is not at the level that we need, and where 
such knowledge is likely to be significantly greater in a few years 
than it is now. 

So let me note a few principles I would recommend for the design 
of deficit reduction. First, CBO says it will take at least 4 more 
years before the economy fully recovers. CBO’s estimate that se- 
questration, for example, would lead to the loss of 750,000 jobs by 
the fourth quarter is an indication that we want to enact deficit re- 
duction now, but you want to design it so it phases in as the econ- 
omy recovers rather than taking a big whack out of the economy 
right now. 

Number two, the Bowles-Simpson report made it a core principle 
that deficit reduction should not increase poverty or harm the dis- 
advantaged, that it largely shield the programs for the disadvan- 
taged from the cuts it recommended. 
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Bowles and Simpson, just last week, stated, “Broad-based entitle- 
ment reforms,” which they recommend, “should either include pro- 
tections for vulnerable populations or be coupled with changes de- 
signed to strengthen the safety net for those who rely on it the 
most.” The Gang of 6 followed a similar course, and I would rec- 
ommend that. 

I would also note, as you think about these areas, some impor- 
tant new research quite relevant to this committee because of your 
jurisdiction with regards to the Earned Income Tax Credit. We 
have known for a long time from extensive research that it signifi- 
cantly increases work among single female parents, and the re- 
search suggests it had as large an effect in increasing work and re- 
ducing welfare receipt as the 1996 welfare law. The two actually 
reinforced each other. 

The new research finds that the receipt of the EITC by families, 
particularly with young children, leads to improved test scores and 
educational attainment in school and increased earnings and em- 
ployment in adulthood. I think this is quite important. 

Finally, the last point in this big debate: taxes, spending, a mix? 
How should we do deficit reduction? I was struck by a Wall Street 
Journal column last week by Martin Feldstein. He observed, “Re- 
publicans want to reduce the deficit by cutting government spend- 
ing. Democrats insist raising revenue must be part of the solution. 
Yet,” Feldstein continues, “the distinction between spending cuts 
and revenue increases breaks down if one considers tax expendi- 
tures.” 

If I buy a solar panel for my house, the government pays me. 
But, instead of sending me a check, it gives me a tax credit or a 
tax deduction. I am hoping there might be a bipartisan process on 
the notion of focusing on spending, but spending in the tax code 
and spending in the outlay side of the budget as well. 

Feldstein has written that tax expenditures are one of the first 
places policymakers should go to restrain spending. Douglas El- 
mendorf, in testimony earlier this month on the House side, said, 
“Many economists agree that tax expenditures are really best 
viewed as a form of government spending.” Alan Greenspan 
summed it up when he said that “tax expenditures should be re- 
viewed as tax entitlements and looked at along with spending enti- 
tlements.” 

Let me just close with an example to illustrate what I am trying 
to say. The example involves child care. So a parent with low or 
moderate income may be able to obtain a Federal subsidy to help 
defray child care costs, and it comes through a spending program 
on the spending side of the budget. But a parent higher on the in- 
come scale also gets government subsidies to reduce child care 
costs. Those are delivered through the tax code via a tax credit or 
an exclusion from income. 

Now, there is a significant difference here. The main difference 
is the low- or moderate-income parent may fail to get a subsidy be- 
cause the spending programs in question are capped. They only 
serve as many people as the funding allows. Only about 1 in 6 eli- 
gible low-income working families with children gets a Federal 
child care subsidy. 
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By contrast, the child care tax-based subsidies for middle- and 
upper-income households operate as open-ended entitlements. Ev- 
erybody who has it and takes it on the tax return gets it and, un- 
like with the working poor families who get the child care spending 
subsidies, most of the higher-income families who get a child care 
subsidy through the tax code could afford child care without the 
subsidy anyway. 

I bring this up just to make the point that spending occurs on 
both sides of the ledger, and it would not make sense, as you seek 
deficit reduction, to put tax code subsidies off-limits for deficit re- 
duction while putting program-side subsidies on-limits. I would 
urge you to look at both. 

Thank you. 

The Chairman. Thank you both very much. 

[The prepared statement of Mr. Greenstein appears in the appen- 
dix.] 

The Chairman. I would like to focus a bit on health care, health 
care costs. Medicare. I think you. Dr. Holtz-Eakin, mentioned that 
10,000 people turn 65 ever year. 

Dr. Holtz-Eakin. Every day. 

The Chairman. Excuse me. Every day. Ten thousand people turn 
65 every day. I saw somewhere that 60 percent of health care cost 
increases in Medicare and Medicaid are due to just demographics: 
more people. The other 40 percent are because health care costs 
are just going up. Could you focus a little more on how we can ad- 
dress short-term/mid-term health care costs in this country and 
what it means for Medicare and Medicaid? 

I am going to ask you, Mr. Greenstein, to do the same thing. I 
would just like to focus on how we get control over health care 
costs in this country, because that is going to be one of the biggest 
challenges and most important efforts we can undertake. 

Dr. Holtz-Eakin. I think, obviously, this is a difficult area, and 
a broad one. Let me just say a couple of things. Number one, I 
think that delivery system reform and health care reform in the 
United States begin with entitlement reforms. It is the case that 
Medicare and Medicaid and new Affordable Care Act programs 
mean that the government is the majority payer of health care bills 
in the United States. 

The way it pays bills matters a lot for practice patterns, so, if we 
do a better job in the entitlement programs, we will in fact enact 
broader health care reforms. 

The Chairman. What would be some examples there of entitle- 
ment reform? 

Dr. Holtz-Eakin. So, first, stop doing the wrong thing. We know 
fee-for-service medicine leads to no emphasis on quality, an empha- 
sis on quantity, and has been the source of a lot of bad practice of 
medicine in the United States. So, no fee-for-service, please. 

The Chairman. Right. That is one. 

Dr. Holtz-Eakin. Number two, do not rely on provider cuts and 
other kinds of price controls, the SGRs, the living example of bad 
health care policy that comes back to haunt the Congress every 
year. Do not do it again. We saw most recently CMS, in the recent 
rule on Medicare Advantage, cutting payments that are just going 
to preclude services to beneficiaries, cause them to change their 



13 


provider networks, and harm health care as a whole in the United 
States. 

The Chairman. All right. That is two. Three? 

Dr. Holtz-Eakin. The other thing I would recommend is, put 
these programs on budgets. People make bad decisions with other 
people’s money. It is a deep economic insight. Unlimited access to 
other people’s money is a recipe for bad decisions, so let us put 
Medicare on a budget, let us put Medicaid on a budget, and say to 
the providers and the beneficiaries as a collective, here is your tax- 
payer money for the year, go do something of high quality and ben- 
efits with it. Stop giving them an unlimited draw on the U.S. 
Treasury to the tune of $300 billion a year and rising. None of that 
is going to promote good health care in the United States. 

The Chairman. Mr. Greenstein? 

Mr. Greenstein. The big issue in Medicare and Medicaid — obvi- 
ously, one part is demographics. Older people have higher average 
health care costs than younger people, and the population is aging. 
But the other is, it is not as though health care costs are rising 
more rapidly in Medicare or Medicaid than in private sector health 
care. They are rising system-wide. They have actually been rising 
a little more slowly of late in Medicare and Medicaid. 

On the one hand, there has been a big slow-down in health care 
cost increases. If you compare the current CBO 10-year forecast to 
where CBO was, say, in August 2010 while Bowles-Simpson was 
meeting, the Medicare costs over the next 10 years are down $500 
billion, and Medicaid, $200 billion. 

Well, we hope some of that will endure. We do not know yet for 
sure. What that reduction in Medicare and Medicaid largely re- 
flects is a slow-down in health care cost growth throughout the 
U.S. health care system. We need to find the ways to promote that. 

Now, I think there are some reforms that can be looked at now 
in Medicare, ranging from more use, for example, of competitive 
bidding in purchasing medical equipment. There are still some 
over-payments in Medicare Advantage. We can get better prices for 
drugs. I think we can expand both the scope and the size of 
income-related premiums. 

I think you can look at restructuring cost-sharing, catastrophic 
care, Medigap, that whole part of Medicare. If you do all of those 
things, you can get a few hundred billion dollars in savings over 
the next 10 years, but ultimately we are going to need more than 
that. To get significantly more than that, it really turns on changes 
in the overall U.S. health care system. If the current slow-down in 
cost growth proves to be enduring, we will be a significant part of 
the way there, and we need to build on that. 

It is very important for us to learn in the years ahead from what 
has happened in the last few years to better understand why the 
cost growth has slowed, how can we build on that, to learn from 
various demonstration pilots now going on, some publicly funded, 
some entirely 

The Chairman. Do either of you disagree with what the other 
said, or do you both agree with what the other said? 

Dr. Holtz-Eakin. I think Bob said this, but I would emphasize 
it, that the recent slow-down in national health care cost growth 
is something you cannot rely on. I mean, this is a picture I would 
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be happy to share which shows the history of these slow-downs. We 
have had them before. It happened in the 1990s when the budget 
got better. It went away. It has happened before. I would not count 
on that, particularly when we are about to expand coverage next 
year dramatically. When people are covered, they spend more, so 
I would expect this to reverse quickly, and I am nervous about rely- 
ing on it. 

The Chairman. My time is about up, Mr. Greenstein. Very quick- 
ly, very quickly. 

Mr. Greenstein. While I would not count on it as a guarantee, 
I do not expect it to reverse quickly. I have talked to health care 
experts: Bob Reischauer, Peter Orszag, Henry Aaron. All of them 
think there are growing signs that some of this slow-down is likely 
to endure. We cannot count on it, but we should look for that. 

Where I disagree with Doug is, I do not think one can artificially 
put some cap on Medicare and Medicaid expenditures separate and 
apart from total health care expenditures, public and private sec- 
tor, throughout the U.S. health care system. 

The Chairman. All right. Thank you. 

Senator Hatch? 

Senator Hatch. Dr. Holtz-Eakin, your testimony says it would be 
sensible to reduce debt such that the ratio of gross debt-to-GDP is 
below the 90-percent threshold that economic research has identi- 
fied as a threshold above which the debt is associated with about 
a 1-percent reduction in economic growth. Now, you offer an exam- 
ple of getting gross debt-to-GDP down to 85 percent, which you say 
would require around $4 trillion of additional promised debt reduc- 
tion over 10 years. 

Now, if we were to set a goal of $4 trillion in debt reduction over 
the next 10 years, and, if we hold spending at levels envisioned in 
CBO’s most recent budget outlook, let me ask you three things. I 
will just read through the list, and then you can respond. 

First, do you have any sense of what tax rates on upper-income 
earners, which would encompass many flow-through businesses, 
would be necessary to obtain the $4 trillion of debt reduction if we 
put tax hikes on the middle-class off-limits? 

Second, how high would we have to set taxes on the middle class 
to facilitate the existing spending path if all taxes were raised? 

Third, what might a more balanced way of doing things look like, 
in your mind, and do you think it ultimately has to involve entitle- 
ment reforms? 

Dr. Holtz-Eakin. Thank you. Senator. Four trillion dollars in 
tax increases is obviously an enormous impact on the economy. If 
you tried to pull that out of the top rates, you would have to have 
it exceed the 80-percent marginal rate. We can get you an exact 
number, but my guess is it is going to be north of 80 percent. It 
is extremely punitive. 

Right now, if you look at taxpayers as a whole, the typical 
weighted average tax rate is something like 23, maybe 25 percent 
at tops. It would have to go close to 40 percent. Again, I can get 
you precise numbers. These are dramatic tax increases, a near dou- 
bling of all taxes. 

Obviously, a more balanced approach is what would come out of 
the literature, which says that it is important to do tax reform so 
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that you support economic growth, that tax reform would give you 
a more efficient tax code and might raise more revenue in the proc- 
ess, but the reliance would be on reforming the spending programs 
which, in the U.S., are these large entitlement programs. 

As I mentioned in my opening statement, it is important to do 
those for economic growth reasons. It is important to do this for 
budgetary reasons, but I also think it is very important to do that 
on behalf of the beneficiaries. These programs are not going to 
serve them well and not survive to the next generation of seniors 
and low-income Americans. 

Senator Hatch. Well, your fellow panelist argues that much of 
the leg work on deficit reduction has already taken place with the 
promises of future fiscal restraint embedded in the legislation en- 
acted over the past several years. 

Mr. Greenstein also argues, as I view it, that $1.5 trillion in ad- 
ditional deficit reduction would stabilize the debt-to-GDP ratio over 
the coming decade and that such stabilization would be the min- 
imum appropriate budget policy. 

Now, do you agree that, if we enacted legislation promising an 
additional $1.5 trillion in future deficit reduction, we would then 
have stabilized the debt-to-GDP ratio in the coming decade at a 
safe level, and do you agree that $1.5 trillion of added future prom- 
ised deficit reduction would be sufficient to avoid substantial risks 
to the economy from our debt? 

Dr. Holtz-Eakin. I will spare the committee the geeks’ fight 
over gross debt versus debt in the hands of the public. I use gross 
debt just because that is what the research used, and I wanted 
comparability. As I said, it indicates we are at too high a level, so 
reducing deficits by only $1.5 trillion in the next decade does not 
get us out of what I view as the danger zone. It might stabilize 
debt in the hands of the public, but it would stabilize it at a dan- 
gerously high level. There is no reason why one should cement, as 
a matter of objective, a policy that leaves us with subpar growth. 

I believe we are growing poorly and that we can understand the 
reasons for that, and which leaves us constantly on the edge of the 
potential for a crisis. If you look at the recent budgetary travails 
of Congress and the administration, we are constantly in crisis. I 
think that is not a great future for the economy. If world capital 
markets decide to join the chorus of people who think we are, in 
large amount, on the edge of trouble, that would be a very trou- 
bling decade. 

So I think a much more aggressive approach would take us out 
of the danger zone, would more than just stabilize debt at a high 
level, and would actually set the debt trajectory on a sensible level 
and relieve us of the poor economic performance and the threat of 
constant crisis. 

Senator Hatch. My time is up, Mr. Chairman. I have some ques- 
tions for Mr. Greenstein. 

The Chairman. Thank you very much. Senator. 

Senator Wyden? 

Senator Wyden. Thank you, Mr. Chairman. Mr. Chairman, I 
want to echo your comments with respect to health care costs. For 
our witnesses, in this week’s Congressional Quarterly, the cover 
page says, “A Crisis in Plain Sight: As Washington Does Nothing, 
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the Challenge of an Aging Population is Quickly Overwhelming the 
System.” 

That is why I would like to turn to Medicare to get a reaction 
from both of you. The longer I go on — and of course, the program 
has changed pretty dramatically since my Gray Panther days, and 
I think I have talked about this with both of you — the ball game 
to a great extent is those with multiple chronic conditions. 

Seventy percent of Medicare costs go for those with three or more 
multiple chronic conditions, so, to a great extent, if we can find 
ways to ensure that those folks get quality care that is more afford- 
able, we are going to go a long way toward fixing Medicare. 

Now, I think there generally is bipartisan support for approaches 
that integrate services, that move away from this approach where 
someone who, say, has diabetes or pulmonary health issues just 
goes and gets services physician by physician and ends up without 
a care plan and eventually goes to the hospital emergency room. 
The Accountable Care Organizations go, certainly, in the right di- 
rection in this regard, but it seems to me that considerably more 
has to be done. 

I would be interested in your views on this question of how we 
are going to deal with what I think is really the heart of an effec- 
tive reform strategy with Medicare, and that is dealing with those 
with multiple chronic conditions. Either one of you can go first. 

Mr. Greenstein. I think you are absolutely right. Senator. This 
is just the sort of thing I had in mind when I said we do not have 
all the knowledge we need right now to write a piece of legislation 
that mandates how to do the care integration. We have more to 
learn. Some of the innovations going on in the private sector are 
hopeful. 

As you know, there are individual examples of individual medical 
systems that do it better and save money. There also are a whole 
array of State-run demonstration projects that are starting up this 
year, particularly focusing on integrating care better for the dual- 
eligibles. We need to rigorously pursue these, and rigorously evalu- 
ate these, and try to set ourselves a goal that, as we learn how to 
do this in ways that both improve quality and save money, as you 
suggest, then we need to adopt them and implement them in Medi- 
care and Medicaid. 

Sadly, we do not have the silver bullet or know exactly how to 
do it yet, but, as you say, it is one of the most important things 
for us to learn and adopt as we find the answers. 

Dr. Holtz-Eakin. Again, it is a very important problem. The 
Medicare system was designed for an era of acute care as the pri- 
mary medical expense. We now have chronic care as its leading 
problem, with multiple co-morbidities as the typical expensive 
Medicare patient. So moving the focus on that and integrated care 
is very important. 

I would say a couple of things. Number one, I have started an 
organization called The Partnership for the Future of Medicare 
with Ken Thorpe, a bipartisan effort to guide reforms that are sus- 
tainable for Medicare. We have put out some “guard rails,” do’s and 
don’ts on Medicare reform, which I can provide to you and would 
be happy to. 
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One of the things going forward is, we need more options that 
provide the integrated care. We are concerned about the cuts to 
Medicare Advantage because it is an integrated platform. You may 
or may not like that. I do not want to get into a debate over Medi- 
care Advantage, per se, but having less, not more, is a mistake. 
You need patient buy-in. You cannot simply litter the landscape 
with smart health innovations and expect the world to change. Pa- 
tients have to buy in both personally and financially to get 

Senator Wyden. Can I interrupt you on that point? Because Sen- 
ator Portman is here, and he and I have introduced the first bill 
that essentially would reward those who stop smoking, lower their 
blood pressure, lower their cholesterol. It is really based on the 
work that was done at the Cleveland Clinic and Oregon Health 
Sciences Center. I gather that you feel that those kinds of behav- 
ioral changes, it is time that that would be part of the program. 

Dr. Holtz-Eakin. Yes. I do not know the specifics. I would be 
happy to look at it. 

Senator Wyden. Mr. Greenstein, are you all right with that? Be- 
cause I think, and Senator Baucus might remember, that in the Af- 
fordable Care Act we began to start to integrate those preventive 
incentives. Senator Carper did some particularly good work on 
that, as I recall, for those under 65, but we have not begun to build 
that in in terms of those over 65. I think Oregon Health Sciences 
and the Cleveland Clinic kind of provide that model. I think it is 
time for those kind of behavioral changes, and I appreciate both of 
you being interested. 

My time is up, Mr. Chairman. 

The Chairman. Thank you. Senator. 

Senator Grassley? 

Senator Grassley. I have a very general question at the end of 
a statement and some charts I am going to put up here. Obviously 
America faces no greater threat to our growth and prosperity than 
out-of-control national debt, $16 trillion today. As we move for- 
ward, we have to discuss spending. So I am trying to promote a 
thoughtful conversation that focuses upon where our Federal 
spending most calls for containment. 

So, pay attention to the chart. This CBO chart details non- 
interest spending as a percentage of GDP. We already know the 
significant role health care spending plays in our budget. Over the 
next decade, the Federal Government will spend over $7 trillion on 
Medicare and $4.5 trillion on Medicaid. Together, these two pro- 
grams account for one-fourth of the entire Federal Government 
spending over the next 10 years. 

But look very closely at the even longer-term projections of our 
spending. According to CBO, the middle graph — pay attention — So- 
cial Security as a percentage of GDP will remain relatively stable 
over the next 25 years. The same for non-interest spending, the 
bottom graph. As a percentage of GDP, it will also remain rel- 
atively stable. 

Now take a look at the top graph. Over the next 25 years, spend- 
ing on health care entitlements will basically double as a percent- 
age of GDP. So, unless we take a serious look at health care spend- 
ing, we are not genuinely acting to reduce our country’s debt. Now, 
25 years may today seem like a long time, but we know, as we 
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have looked at these problems over a couple decades, it is not a 
long time. We need to be talking about health care spending right 
now. 

My question, and either or both can respond, is simple: do you 
think that we must take steps now to reduce the growth of our 
health care entitlements as a percentage of GDP over the next 25 
years? 

Dr. Holtz-Eakin. Absolutely. There is no question that, for a 
long time, the long-term budget outlook has been driven by the 
mandatory spending, health spending in particular. You are not 
going to grow your way out of it. It has been clear for a long time 
you cannot tax your way out of it. This is about controlling spend- 
ing. 

Senator Grassley. Mr. Greenstein? 

Mr. Greenstein. I think the key issue here is — and I think for 
years a number of experts from across the political spectrum have 
agreed on the following — over time we are not going to be able to 
sustain a rate of growth in Medicare and Medicaid costs per bene- 
ficiary that is substantially lower than the rate of growth of health 
care costs per beneficiary system-wide and in the private sector. 
They are all linked. Our big challenge is slowing the rate of growth 
of health care costs system-wide. 

Now, Medicare is such a big player that it can help play a lead- 
ing role. We have seen this in the past. As we learn ways to bring 
down costs to introduce efficiencies into Medicare, a lot of the pri- 
vate insurers pick it up because they want the efficiencies as well. 

There are limits at the present time, I believe, to how much we 
can enact in Medicare now because of our lack of knowledge of 
some of the system-wide issues that we are learning about, and be- 
cause Medicare is actually not a wildly generous benefit package. 

If you look at seniors between one and two times the poverty 
line, $11,500 and $23,000 a year, they now spend 23 percent of 
their budgets, on average, on out-of-pocket health costs, even 
though they have Medicare. So, we have some constraints there. 

Medicaid, I think, is a different issue. Medicaid pays providers 
very low rates. Medicaid, per beneficiary, costs 20 to 25 percent 
less than private insurance for the same beneficiaries. These are 
poor people. We cannot ask them to pay large amounts. I think in 
Medicaid our savings really are dependent on slowing the rate of 
growth system- wide, and I would not look for going in right now 
and making big cuts in Medicaid. 

In Medicare, I think we should do those things that make sense 
now and really aggressively pursue all these demonstrations and 
private sector reforms and be prepared as we learn more to come 
back and continually make, over a number of years, a series of 
growing changes in Medicare. 

Senator Grassley. Thank you, Mr. Chairman. 

The Chairman. Thank you. Senator. I compliment you on your 
good staff over there. You were speaking with them. You had great 
staff work over there helping you out. 

Senator Grassley. Yes, I know. That is really nice of you. 

The Chairman. Senator Stabenow? 
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Senator Stabenow. Thank you, Mr. Chairman. I was going to 
say the same thing. Next time you need a stick or something so you 
can do a more accurate job. 

But welcome to both of you. Thank you very much for your input. 
If I could talk just — I would like to continue the discussion on 
health care costs, because clearly this is a challenge for us. We 
have tackled it as we have looked at health reform. We have actu- 
ally begun to see health care costs slow, which is good. There is so 
much more that needs to be done. 

We have seen Medicare Advantage premiums go down about 7 
percent last year based on not providing over-payments, and we 
have seen a number of things begin to happen, but there is much, 
much more to do. The challenge in health care, as we all know, is 
that it is not optional. 

I mean, as human beings, people are going to get sick. We cannot 
control when or where. The question is, how do we get care? What 
kind of care? How do we get care? How do we not use emergency 
rooms inappropriately but get preventative care? 

So I would ask, Mr. Greenstein, specifically, there have been pro- 
posals that would cap spending through block-grants or other kinds 
of caps that really just shift costs from the Federal Government to 
States, ultimately to families. 

Then we have what we are beginning, which is to provide ex- 
panded help under Medicaid which gets people out of emergency 
rooms and into a doctor’s office. In Michigan, our Governor has 
supported expanding Medicaid because the recent estimates in 
Michigan show that we will save about $351 million over 10 years 
by getting people out of emergency rooms. All of us then will not 
be paying for it through higher rates. 

Could you talk a little bit more about the differences in how we 
approach Medicaid and the impact of proposals to block-grant or 
cap Medicaid, what it would do to hospitals, communities, ulti- 
mately families? 

Mr. Greenstein. Yes. In Medicaid, as I noted a minute ago, the 
studies show that, on average, it costs already about 20 percent 
less per beneficiary relative to private insurance for adult, non- 
elderly, disabled beneficiaries, and about 27 percent less for chil- 
dren, primarily because Medicaid pays providers significantly lower 
rates. 

So, if there is a big cost shift to States and they do not have 
enough funding, their choices are really, to cut the provider rates 
even more, limit eligibility, which would result in more people 
being uninsured, or have a benefit package that makes people 
under-insured rather than fully insured. 

People talk about managed care. It should be noted that all but 
a handful of States already contract with private managed care 
companies to run their Medicaid programs for people other than 
the elderly and disabled. We hope that, over the next number of 
years, as a result of a series of demonstration projects now start- 
ing, State-run, federally supported — these are demonstration 
projects to try to find ways to improve the quality of care while 
saving money for the dual-eligibles, the people who get both, the 
elderly and disabled on both Medicare and Medicaid — if those pi- 
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lots find successful ways to do that, then that ought to be an ave- 
nue for savings. 

But we have to follow the Hippocratic Oath and do no harm. We 
do not know yet how to do it. In fact, when the super committee 
asked CBO about various proposals on the dual-eligibles, CBO’s re- 
sponse was, it would not score them as saving money because we 
do not know yet how to do it to save money. But that is the kind 
of approach we should pursue. 

Senator Stabenow. That is the kind of thing we should be doing. 

Mr. Greenstein. Rather than just arbitrarily limiting the money 
for States and then, if there is a flu epidemic, if there is a new dis- 
ease — hopefully there will not be — like HIV-AIDS, or maybe there 
is a breakthrough on Alzheimer’s or heart disease, and there is a 
new set of drugs that at least initially has higher costs but saves 
lives, you do not want to be in a situation where we are denying 
those to poor people, but higher-income people get them. 

Senator Stabenow. Right. 

Mr. Greenstein. We do not want to be a country where health 
care is based on your income. 

Senator Stabenow. Very quickly, if I might just ask, when we 
look at the $2.5 trillion that has already been put into place in def- 
icit reduction and, if sequester is going to take effect, how much of 
the total deficit reduction since 2011 will be in cuts to services to 
middle-class families as opposed to asking those at the top to do 
a little bit more? 

The Chairman. If you could keep your answer very short. 

Senator Stabenow. Yes. 

The Chairman. Time is over here. 

Senator Stabenow. Yes. 

Mr. Greenstein. Well, simply on a spending versus tax basis, 
over the period from 2013 to — we are now moving into another 10- 
year period — we have about $1.5 trillion in cuts in discretionary 
programs, about $600 billion in revenues. If the sequestration goes 
into effect, we will have a total of about $2.5 trillion in spending 
cuts, not counting interest savings, to the $600 billion in revenues. 

Obviously there will be impacts on many people. Spending pro- 
grams on the spending side of the budget primarily benefit middle- 
and low-income people, who are the bulk of the population. Spend- 
ing programs on the tax side of the budget — tax entitlements, tax 
expenditures, use what term you will — the data show, heavily ben- 
efit people in the upper part of the income scale. 

The Chairman. Thank you very much. 

Senator Thune? 

Senator Thune. Thank you, Mr. Chairman. 

The Chairman. I might say, Mr. Greenstein, your point about 
dual-eligibles is one this committee feels very strongly about. Mela- 
nie Bella, who is heading the program on the pilots, has been be- 
fore this committee a couple of times, and we are trying to focus 
very much and help her out with those pilots. Thank you. 

Senator Thune. Thank you, Mr. Chairman. 

I would like to get Dr. Holtz-Eakin’s reaction — maybe this has 
been discussed a little bit already — to Mr. Greenstein’s statement 
in his opening statement about gross debt versus publicly held debt 
and the impact correlation between economic growth and indebted- 
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ness. Debt-to-GDP is the standard that is used. I have read the 
book “This Time Is Different.” Reinhart and Rogoff make that cor- 
relation based upon a great deal of research of modern economies, 
primarily in Europe, as well as more ancient economies as well. 

Mr. Greenstein drew a distinction between those and that the 
European example is different because they characterize their debt 
differently than we do in this country. It seems, to me at least, ei- 
ther way we have a big debt problem which I believe is impacting 
economic growth in this country. But would you care to just react 
to that, your thoughts with regard to the comparison there? 

Dr. Holtz-Eakin. Point number one, we have a lot of debt. The 
CBO outlook, which is a forward-looking document, says we are 
going to have around $7 trillion in deficit over the next 10 years. 
So, we are going to have more. So that is point one. 

Point number two. It is not rocket science that this harms the 
economy. One option is, we do nothing and we run straight into 
what Erskine Bowles has characterized as the most predictable cri- 
sis in history. That cannot be a pro-growth policy to say we are 
going to run into a financial crisis. Or we could just raise taxes, 
as I did in that example for Senator Hatch. 

If a businessman or anybody who is looking at a country that is 
going to double its tax rates over the next 10 years as its strategy 
for dealing with and avoiding a financial crisis, they are not going 
to expand, not going to hire, not going to locate in that economy. 
It is simply not sensible tax policy. 

That leaves you with the reality that you have to control spend- 
ing, and that is a reality that has been very hard for people to 
come to terms with. We have raised taxes, cut taxes, and reformed 
taxes in this country. We have never cut spending. It is visible this 
week how hard it is to cut even $85 billion in budget authority, 
which will turn into $44 billion in actual outlay reductions. This is 
trivial stuff compared to the problems we have. 

In terms of gross debt versus debt in the hands of the public, I 
like debt in the hands of the public. I understand the economics of 
it. It is what I would choose. But when I talked with Ken Rogoff 
about his research and how I should think about it, he emphasized 
the only way to be correct in doing the comparisons is to use the 
gross debt measure. 

The gross debt measure says we are over the danger line where 
you pay the price of slower growth and a higher probability of fi- 
nancial crisis. That is where we are, and the outlook says that is 
where we stay every year for 10 years. 

I think it is a disservice to all the people whom these programs 
serve — the poor, the elderly, those who have health problems — to 
put them in an economy that is chronically growing too slowly and 
buffeted by the potential for crisis. That does not serve them well, 
so we need to actually do better on that front. Being sensible about 
entitlement reform is a way to do that. 

Senator Thune. Now, in coming back in on this correlation be- 
tween debt and growth, this is the weakest economic recovery we 
have seen since World War II. We are growing roughly 2 percent, 
a little under. There has been some research done by the Repub- 
lican staff of the Joint Economic Committee which suggests that, 
if you had economic growth that was equal to the average economic 
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growth of the past 60 years since the beginning of this recovery, 
that you would have cut last year’s deficit in half 

I guess I would like to get your reaction, both of you, to the idea 
that long-term economic growth rather than short-term stimulus 
measures ought to be our focus if we are really interested in im- 
proving our fiscal condition. Do you agree that, if we lowered rates 
across the board and, in tax reform, broadened the tax base, it 
would be an effective way to increase economic efficiency in long- 
term growth? First, long-term growth versus short-term stimulus; 
second, tax reform as a way to get long-term growth. 

Dr. Holtz -Eakin. Yes. Absolutely. There is a place for counter- 
cyclical policy. At the end of 2008, beginning of 2009, we were fall- 
ing like a rock. I understand why it is necessary to step in. This 
recovery dates from June 2009. We are now closing in on the fourth 
year of poor economic growth. This is not a cyclical problem, this 
is a bad long-term trend growth problem. We need policies that im- 
prove the long-term trend growth, and that should be the focus, 
there is no doubt about it. 

Tax reform is central to that. There is no doubt about the bene- 
fits of having a more efficient tax code so that we do not waste 
scarce resources on unproductive investments, on uncompetitive 
tax codes, that harm our most efficient global companies. There is 
a great place for that. 

I think one of the lessons of the Bowles-Simpson Commission is, 
if you want a route to higher revenue, do not try to use a broken 
tax code; do the tax reform. So that should be central. This com- 
mittee, I know, has done a lot of work on that. I think that is very 
important. 

Mr. Greenstein. Let me quickly note, I think the key finding of 
Reinhart and Rogoff is that financial crises, recessions resulting 
from financial crises, are deeper and have much slower, longer re- 
coveries. This is the only recession we have had in decades that 
comes out of a big financial crisis. That is the key reason why the 
growth is so slow. 

Second, yes, debt is a long-term problem. The idea that the cur- 
rent debt is reducing growth right now to me does not really com- 
pute, because the way debt slows growth over the long term is by 
competing for capital and pushing up interest rates, but interest 
rates — real interest rates — are close to zero now, so we are not see- 
ing that effect right now. 

I think the policy right now should be what Peter Orszag has re- 
ferred to as the barbell. We actually should be doing more to stimu- 
late the economy right now, like infrastructure, on a purely tem- 
porary basis, coupled with enacting deficit reduction that grows as 
the economy recovers and has the biggest impacts in future dec- 
ades. 

The Chairman. Thank you very much. I appreciate that. Thank 
you, Mr. Greenstein. 

Senator Cardin? 

Senator Cardin. Thank you, Mr. Chairman. 

Mr. Greenstein, I am going to follow up on the point that you 
were just talking about, that we have to do this deficit reduction 
plan in a way sensitive to economic growth. I was recently at the 
National Institutes of Health, talking to our workforce there. It is 
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not just the direct impact of these cuts on the Federal workforce 
which has an impact on our economy — there is no question about 
that — but it is the related impact it has on those companies that 
depend on the basic research at NIH and the grants that are given, 
et cetera, and the impact of these cuts to our economy is very clear. 
We need more people working. When we cut those types of pro- 
grams, we are just adding to the unemployed and adding to the dif- 
ficulty of our economic recovery. 

I also want to emphasize a point, Mr. Chairman, that you made. 
I met with small business leaders yesterday, and they said the 
same thing that your constituents in Montana told you, and that 
is: make a decision here. Get some predictability here. We would 
rather have a policy that we do not like but we know it is there 
than no policy at all. These short-term extensions are not helping 
us, and we need to deal with a game plan that we all agree on and 
implement for the future of our economy. I look forward to that 
type of a discussion. 

But I think, Mr. Greenstein, the point that you made that we 
really need to look at the mandatory side — yes, the mandatory side 
includes the health care issues, and that has certainly been domi- 
nant. But it also includes the tax code and tax expenditures. I 
think you raise a very good point. 

The people who are getting the benefits — you pointed out child 
care, but we could use housing, we could use health care, we could 
use so many different energy areas, where there are programs that 
people qualify for and are entitled to without any cap that we real- 
ly have not evaluated. 

I think of the work that was done before I got to Congress in the 
1986 tax reform. That was an effort to try to evaluate the effi- 
ciencies of our tax code, and progress was made. But since 1986, 
there have been a lot of individual tax provisions that have been 
put in the tax code where their efficiency really is questioned. We 
do not have a process to evaluate the efficiencies of those tax ex- 
penditures. So, yes, we call it tax reform. 

Can we not look at tax reform and, through that, help reduce the 
deficit through reducing the amount of tax expenditures and, I 
would say, encouraging economic growth? But do you have any ad- 
vice for us as to how we can evaluate the programs in our tax ex- 
penditures versus the efficiency factors that we may have in other 
parts of the Federal spending code? Is there some material out 
there that could help us in trying to evaluate the efficiencies on the 
tax side? 

Mr. Greenstein. Well, of course this is compounded by the dif- 
ficulty that some of the spending programs that are in the same 
area, and some of the tax expenditures, are under different com- 
mittees. Nevertheless, given the central role of the Finance Com- 
mittee, I do think it is something this committee could try to look 
at. It is interesting. I am unfortunately going to have to leave here 
in a few minutes, because I am moderating a Hamilton Project 
panel. 

The panel I am moderating is a series of papers of people from 
both Republican and Democratic backgrounds, top analysts, looking 
at some specific tax expenditures and their economic efficiencies 
and inefficiencies and better ways to do it to both save money and 
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increase efficiency, and make the tax incentives more effective at 
the same time. It is kind of analogous to what we talk about in 
health care. How do we deliver better quality for less cost? 

I think these areas, in the area of housing, in the area of retire- 
ment savings, in the area of health expenditures, all warrant look- 
ing at. I also think there are a number of individual provisions that 
have crept in over the years that usually go below the radar. 

Yes, there has been a lot of attention in recent years, say, to car- 
ried interest, but you also want to look at things like the like-kind 
exchange rules, valuation discounts, all of these things that tax at- 
torneys and accountants have come up with that arguably reduce 
efficiency, lose a lot of money; they would not be affected by some 
kind of global limitation on deductions. They are really different. 
They are in their own area, but they really warrant looking at. 

The last thing I would note is, when CBO and the Joint Tax 
Committee, several years ago, looked at the economic impacts of 
things like the tax cuts enacted in 2001, their assessment was that, 
while the rate cuts would improve growth, over the long run they 
were more likely to reduce growth than increase it because of the 
negative impact on the deficit. 

My point being, yes, all else being equal, a broader base and a 
lower rate is positive for the economy. But the single-biggest 
threats to long-term economic growth are the deficit and debt 
issues we are talking about. On both the spending and the tax side, 
the single best thing we can do for the economy is find sensible, 
efficient ways to make changes that contribute to deficit reduction, 
both on the revenue side and on the spending side. 

Senator Cardin. Thank you, Mr. Chairman. 

The Chairman. Thank you. 

Senator Bennet? 

Senator Bennet. Thank you, Mr. Chairman. Thank you for hold- 
ing this important hearing, and thank you for your testimony. 

The columnist David Brooks has a piece today in which he ob- 
serves that “the future has no lobby.” The longer I am here, the 
more I think that is true. When I hear these numbers — $2.5 trillion 
in spending cuts on the discretionary side, the $600 billion in rev- 
enue on the revenue side — none of these pieces are being done to- 
gether, all of them being done in these short-term deals, none of 
them addressing the main issue. It makes me think he is right 
about that. 

If we do not do something about this, we are going to drastically 
fail to invest in the future of this country. I detected a difference 
in opinion at the beginning of the conversation about how urgent 
the problem is. I do not know the answer to that. But what I would 
suggest to both of you and to people who have been working, people 
of good will, on these issues, is, whether you think it is urgent or 
not, the longer we delay this, the harder it is going to be to solve. 

We have to find a way to come together. There are enough mov- 
ing parts here for us to actually do this in a meaningful way, to 
send the capital markets and our competitors around the world a 
message that we are serious about this. We have not done that. 
This Congress has not done that. 

I would encourage both of you to think about how we could work 
together on this with a sense of urgency, simply because matters 
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will only get worse if we do not do it. I wonder if you have a reac- 
tion to that before I have a health care question. 

Dr. Holtz-Eakin. I am beside myself with urgency. I think this 
is a big problem. I think it is a tremendous disservice to the next 
generation. I mean, we can fight about the fairness of raising one 
person’s taxes, cutting somebody’s spending program, whatever it 
may be. All of them pale in comparison to the fundamental immo- 
rality of what we are doing to the next generation. That is point 
one. 

Number two, the way the budget is structured makes that worse. 
We are letting the legacy programs of the past, the mandatory 
spending programs, crowd out our ability to do discretionary spend- 
ing, which is all about the future. So we are building a trap to real- 
ly do a disservice to the next generation. 

The third, and the reason I think it is so urgent, is, with all due 
respect, nothing has been done yet. 

When people talk about $1.2 trillion in discretionary spending 
cuts, those are basically the caps in the out-years which are prom- 
ises — “honest,” “really” — that like never before we are not going to 
spit the bit and we are really going to spend less. It has not hap- 
pened. Nothing has happened on the spending side. So, yes, I think 
it is really urgent, because right now this town is in a frenzy, and 
there is $85 billion, and it is not even 

Senator Bennet. Well, you do not have to say “with all due re- 
spect” to me. I think what we have engaged in is the lowest com- 
mon denominator partisan politics. It is putting our children in an 
incredibly precarious position. 

Dr. Holtz-Eakin. Yes. 

Mr. Greenstein. I agree on the urgency front. I think we need 
to distinguish a few things. Sometimes people think urgency means 
we need to start putting the cuts into effect this moment, even 
though the unemployment rate is close to 8 percent. I know that 
is not what you mean or what I mean. Urgent, in terms of reaching 
a deal and enacting it now, but designing it so the cuts phase in 
as the economy recovers. 

I think an argument for going sooner rather than later is — for ex- 
ample, we saw in the presidential campaign, neither party wanted 
to talk a lot about changes that would affect current beneficiaries 
in Social Security and Medicare. 

When the 1983 Greenspan Commission legislation was enacted, 
it raised the Social Security retirement age starting in 2000, 17 
years down the road. So anything we enact in some programs is 
probably not going to start for a while and phase in slowly, which 
adds to your point of, do it sooner rather than later. 

The last point, though, is, I actually think it is counterproductive 
when people say, well, within 2 years the financial markets will 
implode. Then, when they do not, that leads people who think it 
is not urgent to say, see? So we are seeing a lot of quotes now of 
Simpson and Bowles having said 2 years ago, we only have 2 years. 
I think it was a mistake for Erskine and Alan to say that. You do 
not need to say that to say we have a mid-term and a long-term 
problem and we should act now. 

Senator Bennet. That is my point. Actually, I do think if we 
were able, tomorrow, to say we have reached a broad-based bipar- 
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tisan agreement that is balanced on the revenue side and on the 
spending side, that we would be shocked at how fast the $2 trillion 
that is sitting on balance sheets in this country would actually be 
invested in this country’s future. 

But my point is, you do not need to agree with that to agree that 
acting now is going to be much easier than acting later, and cer- 
tainly much easier than acting on the back end of an economic cri- 
sis, if that is what we have. 

Dr. Holtz-Eakin. If I could say, briefly: the reason why entitle- 
ment reform is so important is, think of Social Security. It is a sys- 
tem that merits getting fixed for the reasons that I mentioned at 
the outset. If we were to fix it, it would have no near-term aus- 
terity effects whatsoever. It would take 10 years for anything to 
show up. It would send a signal to international capital markets 
that we can take on an important part of our spending problem, 
doing entitlement reform, some things that have been traditionally 
the third rail of politics. Why not do that? 

The Chairman. Senator Roberts? 

Senator Bennet. Thank you. 

Senator Roberts. Well, thank you, Mr. Chairman. 

I see here that the CBO is estimating an $845-billion budget def- 
icit, and I would add, only if current law is not changed. Now, the 
President asked for 43 new programs in his State of the Union ad- 
dress. That current law base line does not include the tax extend- 
ers passed by this committee, the doc fix, likely other spending. 
You could have another Sandy. We certainly hope that is not the 
case, but we will have forest fires, we will have a drought in Mon- 
tana and Kansas. I do not know about the gentleman from Utah. 

The Chairman. Excuse me. I understand Mr. Greenstein has to 
leave now to chair that panel. Thank you very much, Mr. Green- 
stein. You have a few minutes? 

Mr. Greenstein. I have a few more minutes. 

The Chairman. You can answer Senator Roberts’ question. 

Senator Roberts. Well, I have not asked a question yet, that is 
the problem. [Laughter.] 

You have SSI climbing to 1 out of 15 Americans, you have food 
stamps doing the same thing. I do not see where the $845 billion 
is an accurate number, if current law is not changed, and it is 
going to be changed. This assumes also we are going to have the 
sequester. We just had some very good remarks by my distin- 
guished predecessor. 

I hope we can get that done, but the chances of that happening 
are — I do not know. We are talking about $85 billion, “b,” that is 
bravo. You are indicating that the first step we ought to take is 
$1.5 trillion, “t,” for tough. I do not know if we are going to get that 
done. 

I also wonder about the CBO prediction that the Federal tax rev- 
enue will increase by 25 percent. This is based on the prediction 
for economic growth. Well now, if you have the Affordable Care Act 
out there and small businesses trying to figure out how they can 
work around it, businesses with 50 employees, so having people 
going down to 48, changing employees from business to business, 
and the part-time employees and a lot of people who have just 
given up in regards to looking for work, plus the official 7.9 percent 
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unemployment, you are looking at 12, 13, 14 percent in regards to 
real unemployment. 

Then, if we do not reach an accord on the sequester or even the 
$1.5 trillion, which I wish we could do, or 2.5 — I do not know. I just 
think that these estimates — that is a glass half-full. I am sort of 
a glass half-empty guy. I do not know if you want to comment on 
that, either one of you. 

Mr. Greenstein. Well, my only comment is, on the one hand, 
when you talk about all these numbers, the $85 billion, as Doug 
has noted, is a small percentage. 

It is a small percentage of the total. On the other hand, the CBO 
estimate is that the sequestration, by the 4th quarter of this year, 
will take six-tenths of a point off GDP and result in 750,000 fewer 
jobs than we would otherwise have. 

Senator Roberts. Well, I know that. Listen, I serve on a lot of 
committees, and everybody else here does. So the people who un- 
derstand that who serve on the committee — and I am semi-senior, 
so I am somebody — they come in, and everybody has pressed the 
hot-button. 

The commandant of the Marine Corps. I am the senior Marine 
in the Congress. My God, my God, look what is happening to the 
Marine Corps! That was a pretty dumb thing we did. I think it was 
done on purpose to really single out the military, but we ought to 
do it when every agency comes in and then makes their own discre- 
tionary cuts so that this loss that you are talking about would not 
occur, or at least it would be less devastating. 

So, everybody is talking about that. My Lord, we had the Sec- 
retary of Agriculture saying we were going to cut off all the meat 
inspectors, shut down the packing plants. Every cowboy in Kansas 
has been in touch with me saying, “What in the hell am I going 
to do with my cow herd?” They have already been devastated by 
a drought. 

So I do not know what that answer is, but rest assured I know 
that all the hot-buttons have been pushed. Let me push mine. I 
said in regards to the nomination of Mr. Lew, who is already ap- 
proved, the sub-regulatory guidance documents — bulletins, guid- 
ances, posting on the website, FAQs, so on and so forth — every- 
thing that goes out from the Federal Government, and more par- 
ticularly I am talking about Medicare, is in regard to the sub- 
regulatory guidance. Who knows about these things? 

My question to you, since we have people leaving and not paying 
any attention, basically, is there some way you can estimate regu- 
latory costs? I will promise the chairman I will not go into my regu- 
latory rant, but there has to be some cost to all the regulations, be- 
cause what we are doing in terms of Medicare, over 50 percent of 
the doctors are not serving Medicare patients, and our hospitals, 
our community hospitals, are hanging on by a thread. 

The rural health care delivery system is threatened. Every pro- 
vider I know out there is hanging on by a thread, very worried 
about the fact that they are guilty as opposed to innocent, being 
fined, so on and so forth. There has to be a cost to the regulatory 
process. That affects every manufacturer, every business, every 
segment of our economy. 
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Do you have any comment on how on earth we would measure 
that? 

Dr. Holtz-Eakin. Yes. At the American Action Forum that I run, 
we have a section devoted to regulatory issues, and we total up the 
regulatory costs. They are $500 hillion in new regulatory costs 
since 2008. We keep track of the Affordable Care Act, we keep 
track of Dodd-Frank, we keep track agency hy agency, the EPA. I 
could not do justice to our efforts to measure regulatory costs and 
look at impacts in the economy in this brief time, but I would be 
happy to sit down with you, and I would be happy to bring those 
numbers to your attention. 

Senator Roberts. Thank you. 

The Chairman. Thank you. Senator. 

Senator Portman? 

Senator Portman. Thank you, Mr. Chairman. Thank you and 
Senator Hatch for having this hearing. It has been fascinating. I 
have so many questions and so little time. I was going to give Bob 
the chance to respond to some of these. But Doug, it is great to 
have you here, and I appreciate what you said. 

Senator Roberts just talked about growth, really. Senator Bennet 
talked about the $2 trillion on the balance sheets. I think one thing 
I was going to ask Bob about is, I think that is not part of the 
Rogoff and Reinhart study in a sense, because I think we have an 
unusual situation now in this country. 

I spoke to the CEO of a major company in the last week and a 
business round table of small business folks, and they all said the 
same thing, which is, they are not taking that capital off the side- 
lines and investing it. Even though the earnings are good, the em- 
ployment is bad. A lot of it does relate to the uncertainty over the 
debt and deficit. 

You talked about tax reform. I appreciate Bob’s support of that, 
and the chairman and ranking member have both been way out 
front on pro-growth tax reform that broadens the base and lowers 
the rates. There is $1.8 trillion locked up overseas alone. So, that 
is another huge opportunity for us to give the economy a shot in 
the arm. 

I have a question for you that relates to the CBO report you 
talked about, and it was sobering. I think that is a good way to put 
it. A lot of it is because of the low economic growth because of the 
debt and deficit. But in a sense, as I look at it, I think what they 
are saying is that entitlement costs and the resulting higher inter- 
est on the debt accounts for 100 percent of our rising long-term 
deficits. 

So, in other words, discretionary spending as a percent of GDP 
actually goes down, and tax revenue actually goes up from the his- 
toric level, about 18 percent, to over 19 percent. So you could say, 
I think — tell me if I am wrong — that 100 percent of our rising long- 
term debt is due to entitlement costs, to three entitlement pro- 
grams — very important but unsustainable — and interest on the 
debt. Is that accurate? 

Dr. Holtz-Eakin. Yes. It is the fundamental problem of the Fed- 
eral budget. 

Senator Portman. And let me ask you something else with re- 
gard to what is going to happen in the future. As I look at that 
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report, discretionary spending, which is about 27 percent of the 
budget 10 years from now, goes up about 10 percent in nominal 
dollars. The entitlements, as I look at it, go up about 100 percent. 
They go from $1.5 trillion to $2.9 trillion. 

So, instead of up 10 percent in the discretionary entitlements. 
Medicare, Medicaid, and Social Security alone go up 100 percent. 
They become almost 50 percent of the budget. Other entitlements 
go up about 39 percent. Interest goes up, by the way, 284 percent. 

The question I was going to ask Bob was, is he taking into ac- 
count those interest payments which are going to be so substantial, 
that go up 284 percent, along with this entitlement increase? 
Again, it is 100 percent of the problem. 

Dr. Holtz-Eakin. It is not quite fair, since Bob is not here. But 
I mean, we have looked pretty carefully at strategies like $1.5 tril- 
lion. I understand Bob does not want to touch a lot of things. We 
have had this discussion, and I get it. 

But waiting is dangerous, and not touching things is dangerous, 
in part because that kind of an estimate is a hair-trigger estimate 
that needs the growth. If we do not get growth, we fall way short, 
and the debt does not stabilize. It relies on low interest rates. 

If we get anything like a more rapid normalization, or God forbid 
an above-average normalization of borrowing costs, again, those 
stabilization trajectories fall apart quickly. So I think the prudent 
thing to do is to be more aggressive, and that is one of the reasons 
I went with the strategy I did. 

Senator Portman. Doug, let me ask you quickly, if I could, about 
Medicare Advantage. Over a third of the seniors in Ohio rely on it. 
The administration has come out with some new rulemakings with 
regard to reimbursement in Medicare Advantage. Talk to us a little 
about that. Is this going to push more folks into Medicare fee-for- 
service as you talked about earlier and the problems associated 
with that? Richard Foster, a recently retired actuary, has talked 
about this. What are your thoughts on it? What should we be doing 
on Medicare Advantage? 

Dr. Holtz-Eakin. Well, number one, I think an 8-percent year- 
over-year cut is a sharp cut. It will unambiguously reduce plan of- 
ferings in Medicare Advantage. I do not see any way around that. 
That means people currently in Medicare Advantage will have to 
leave their provider network. It is never good to change providers, 
and that often interrupts episodes of care in a detrimental way. It 
will move people from an integrated plan to fee-for-service, which 
is the opposite of what we need to be doing as a broader health 
care strategy. 

It is typical of what has been a strategy of trying to impose pro- 
vider cuts — whether they are MA plans, hospitals, doctors, or what- 
ever it might be — as a strategy for controlling the budget costs that 
ultimately does nothing to improve the quality which we need and 
backfires in terms of really getting the spending problem under 
control, because fee-for-service is worse than almost every other al- 
ternative. 

Senator Portman. I asked about Medicare Advantage and, gen- 
erally, about Part D as well, because I think that, per the chair- 
man’s good question about health care, it is a critical issue. If it 
is not solved, we cannot solve this bigger problem. In some re- 
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spects, right before us there is an example, which is Part D and 
the cost estimates which were in the $600-plus billion range from 
Richard Foster and other actuaries, $400-plus billion from CBO, 
that ended up coming in below that. 

Dr. Holtz-Eakin. And mine was? 

Senator Portman. Well, I am not sure. 

Dr. Holtz-Eakin. Three hundred ninety-five billion dollars, 
roughly. 

Senator Portman. Yes. I am not sure if you were responsible for 
that estimate. But my point is, we have an opportunity here to look 
at a competitive model where you have the private sector working, 
competing for the business of seniors. Do you think that is some- 
thing we should be looking to for the future? 

Dr. Holtz-Eakin. I think Part D is our most successful entitle- 
ment program. I remember working with the chairman a lot on it. 
We should try to make all of our entitlements look more like Part 
D and not the reverse, that is for sure. 

Senator Portman. All right. Thank you, Doug. 

Thank you, Mr. Chairman. 

The Chairman. Thank you. 

Senator Carper? 

Senator Carper. Thanks, Mr. Chairman. 

Dr. Holtz-Eakin, how are you doing? Do you think if your parents 
had known you were going to be testifying before all these congres- 
sional committees for all these years, that they would still have hy- 
phenated your name and made it so hard for guys like me to pro- 
nounce? 

Dr. Holtz-Eakin. You have opened an enormous can of worms, 
because they did not, and they will never forgive me because I did. 
[Laughter.] 

Senator Carper. Well, we are glad you are here. 

Dr. Holtz-Eakin. Thank you. 

Senator Carper. I have been urging our chairman and ranking 
member to do what they have done so many times in the past, and 
that is to provide real leadership for us on this committee, and for 
this committee to provide real leadership for the Senate and for the 
Congress and for the country, to figure out how we get better 
health care results for less money. We have been talking about that 
today. I just spoke about that on the floor, and spoke on behalf of 
the nomination of Chuck Hagel a few minutes ago. 

One of the things I said on the floor was, we spend more money 
for defense as a Nation than I think the next five or six, maybe 
seven nations combined. If we cannot find ways to provide for our 
defense and maybe at the same time save some money, shame on 
us. We also spend, as you know, way more money for health care 
than any other advanced nation in the world. I think the next clos- 
est nation is Norway, and they spend 52 percent or so less than 
we do, and they get better results, and they cover everybody. 

You have given us a lot of good advice in the past. Where do you 
think the sweet spot lies for Medicare reform that is actually going 
to be likely to give us better results for less money? If you will, just 
think of a bunch of concentric circles, where they overlap. The 
edges where they overlap are where Democrats and Republicans 
can find agreement and actually pass something that does provide 
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better health care results for less money. You have spoken to some 
of it, but just give us a couple of highlights and headlines, please. 

Dr. Holtz-Eakin. Just as a brief aside, on the defense front, one 
of the things that is poorly appreciated is that a big part of the de- 
fense budget is a health care problem and a pension problem. It 
has all the same problems the budget as a whole does, but smaller. 
I think reform of the defense health programs is just as important 
in many cases as Medicare and often gets forgotten. 

Senator Carper. That is a good point. Thank you. 

Dr. Holtz-Eakin. That is really, really important. 

On Medicare, Medicare’s problem is that it has Part A that pays 
hospitals, B pays some doctors, C pays some insurance companies, 
D pays drug companies. There is no beneficiary to be found in 
there anywhere. It is not coordinated, it is not integrated. It re- 
wards volume, and you have to move away from that. 

So there have been some suggestions which are sensible first 
steps on integrating the Part A and B co-pays and deductibles to 
turn them into a more sensible insurance policy, such as reforms 
of Medigap so that we do not have seniors completely insulated 
from the health care decisions that are made either by them or on 
their behalf 

So, these are not rocket science. These are sensible first steps. 
There is now, I think, a bipartisan recognition that practice pat- 
terns driven by legal liabilities ought to be taken out of the system 
so we have practice patterns driven by medical decisions, and a 
sensible tort reform would be a good thing that has not yet been 
accomplished. 

So not everything has to be radical and new. I think there are 
some very sensible steps that can be taken and should be taken. 
I guess my biggest concern about the discussions that go on often 
in health care is that Republicans and Democrats agree more about 
delivery system reform than anything else. They agree on the diag- 
nosis of lack of coordination, lack of prevention, too much acute 
care, not enough chronic disease. You go through the list, they are 
there. 

Then they say, let us go study it and have a demonstration. My 
personal view is that the road to health care failure is paved with 
demonstrations. We have had demonstrations and pilots for dec- 
ades in Medicare, and they do not turn into the program itself. We 
need to be more ag^essive about making actual changes in the 
program and not going to do more demonstrations, because the 
baby boom is now retiring, the debt is very high. We have given 
up our cushion and our lead time, and we have to move more 
quickly. 

Senator Carper. All right. 

Among the drivers in health care that have been just raised with 
me, literally in the last week, with folks whom I met with mostly 
in Delaware, number one is obesity. We are eating ourselves to 
death and at the same time just choking our Medicare program 
and our budget. 

Number two is care for folks who have dementia. I used to think, 
before I became Governor — actually, before I became a Congress- 
man, I used to think that we spent most of our money in Medicaid 
for poor families, mostly single women and children. That is not 
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true. We spend most of our money in Medicaid, as you know, for 
folks who are old, elderly, and a lot of them have dementia. We 
spend a ton of money for dementia, trying to figure out, how do we 
get someplace? I just met with the leadership of Johnson and John- 
son earlier this week to see what they are doing, what they sug- 
gest. But number one, obesity, number two, dementia. 

A third one — and Bill Frist, God bless him, our former majority 
leader here, a collegue from Tennessee, has raised his voice of late 
and said it is about time for us to again look in a humane and car- 
ing way about end-of-life care. For us to continue to ignore that, 
I think we do it at our own peril. But those are at least three of 
the things that have been raised to me as items that we ought to 
focus on. 

Do you want to just respond to any of those three? 

Dr. Holtz-Eakin. I do not have a lot to say about obesity. I 
think it has been widely recognized. On the dementia, this is an 
example of a genuinely very hard problem that has been left unad- 
dressed, which is how we finance long-term care in the United 
States. I mean, the problem is simple. There will be rising de- 
mands for aides for daily living assistance, and, as the population 
ages, there will be diminishing supplies because most of it is done 
by daughters and wives. 

Most of them are now working in a way that they did not in the 
past, and it is just not going to hang together. We do not have a 
good solution. So, I am here to tell you we do not have a good solu- 
tion. I wish I did, but it is going to be a very large deal. It ought 
to be integrated with the delivery of medical services, probably in 
a home setting. So, that is a great challenge. I think there is no 
question about that. 

Senator Carper. All right. 

Am I out of time, Mr. Chairman? 

The Chairman. Take whatever time you want. 

Senator Carper. Thanks a lot. 

Could you just, as a compassionate person, give us a word on 
end-of-life care? It is a really tough issue for everybody. 

Dr. Holtz-Eakin. That is enormously hard. One of the reasons 
that I have favored health care reforms that put the dollars closer 
to the beneficiary and the family is this issue, because, in my view, 
the American public is simply not going to let an insurance com- 
pany make these decisions. They are not going to let the govern- 
ment make these decisions. In the end, the only place that is ethi- 
cally well-suited for this decision is with the beneficiary and their 
family. They ought to have the monies close to where the decision- 
making is going to be made. 

Having said that, they are not socially or intellectually equipped 
to make these decisions at this point. This is at odds with the way 
we have done business. We need to change it so that it is less at 
odds, to educate the people who are in fact going to be relied upon 
to make these decisions, inform them about their options more 
carefully. That is going to take a long time. That is not a 2013, 
2014, 2015 initiative, it is a change in the way we think about this 
problem. It is very important. 

Senator Carper. All right. 
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Mr. Chairman, I just want to say to you and to Senator Hatch, 
this has been a terrific hearing. This is terrific and so timely, so 
timely, as we face the sequestration issues at the end of this week 
and try to figure out how, by the end of the fiscal year, we can ac- 
tually put in place a comprehensive balanced deficit plan. This is 
just very helpful, and I thank you and both of our witnesses for 
their testimony. 

The Chairman. Thank you. Senator, very much. 

Dr. Holtz-Eakin, I wonder if you could help me a little bit here. 
The big problem in Washington is it is dysfunctional. It cannot get 
together, it is partisan. Neither side trusts the other, especially on 
economic matters. We have Bowles-Simpson who had a stab at it. 
Gangs of 6, Gangs of 8, lots of gangs. Bowles-Simpson was bipar- 
tisan at one level. 

But I am wondering — and maybe it is not going to work, but you 
are a very good economist — if you could give some thought to 
maybe putting a couple or 4 economists together, two definitely 
ones whom Republicans listen to more than others, two whom 
Democrats will listen to more than others, and the four would get 
together with a plan. It is just an idea. We have to keep trying. 
We need to keep working on different ideas. On the surface that 
might sound a little stale because they are just four economists. On 
the other hand 

Dr. Holtz-Eakin. A desperate appeal to economists to save the 
Nation is unusual, I will say. [Laughter.] 

The Chairman. Right. Right. But if you have two on each side 
whom each side tends to listen to, that might work. Anyway, I urge 
you to think about it. 

Dr. Holtz-Eakin. Thank you. 

The Chairman. And maybe if there are three others you can 
think of that you could team up with. 

I have no further questions. Actually I do, but I do not have time. 

Senator Hatch. Mr. Chairman, one of the witnesses raised the 
topic of tax expenditures. There is a lot of discussion about those 
expenditures that I think sometimes can confuse issues. 

Now, to listen to some, you would think that policies that incenti- 
vize desirable behavior, like charitable giving and retirement sav- 
ings, are somehow akin to potentially wasteful government spend- 
ing and they should be removed or scaled back to shave down defi- 
cits so Federal outlays do not have to be cut. Well, I do not agree 
with that. 

Now, I delivered a series of floor speeches in the summer of 2011 
which discussed myths about tax expenditures, and I would ask 
that they be placed in the record at this point. 

The Chairman. Thank you. 

[The information appears in the appendix on p. 155.] 

The Chairman. We have a little bit of a dilemma here. There is 
a roll call vote. We have one more witness. It would be my 
thought — the other witness is Doug Elmendorf — that Doug, you 
could come back at a later date. Otherwise, I do not want to be 
rude. It does not give you the justice that you deserve when we are 
running off to a vote. I am not sure how many can come back after 
the vote, frankly. So I would just suggest that you come back at 
a later date. 
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Dr. Elmendorf. Whatever suits you is fine. 

The Chairman. Well, I would just say at a later date to give the 
committee a better opportunity to ask you a lot of questions. 

Senator Hatch. I know it is hard to concede that point, Doug, 
but we sure would like to have you back when we have enough 
time to really ask you all the questions that we would like to ask. 

The Chairman. All right. Thanks, everybody. Thanks to all mem- 
bers, and thanks to the witnesses. 

The committee is adjourned. 

[Whereupon, at 12:05 p.m., the hearing was adjourned.] 
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Hearing Statement of Senator Max Baucus (D-Mont.) 

On Advancing the Economic Recovery and the Outlook of the Nation's Fiscal Future 

As prepared for delivery 

President John F. Kennedy once said, "The solid ground of mutual confidence is the necessary 
partnership of government with all of the sectors of our society in the steady quest for economic 
progress." 

In the close to four years since the end of the recession, steady progress has been made in our economic 
recovery. But a feeling of uncertainty nonetheless continues to spread across our nation today. 

And the dysfunction of our government is degrading confidence in our economy and creating 
uncertainty for families and businesses. It's preventing families from planning for the future. It's 
dragging down investment, leaving businesses sitting on the sidelines and holding back our economy. 

Like many members of the committee, I Just returned from a week at home in Montana talking with the 
people 1 work for. I heard from small business leaders in Billings. I met with law enforcement in 
Missoula and Bozeman. I talked with the Commander of Montana's Army National Guard, based in 
Great Falls, 

And, as part of a tradition 1 call "work days," I worked the early shift at Wheat Montana Bakery In Three 
Forks. Starting at 7 a.m., I cleaned tables, served coffee and greeted customers taking a break from 
their weekend travels. 

At each stop, from every corner of the state, I heard one thing over and over: the people we work for 
need certainty. It's time Washington started listening. They are tired of being Jerked around from one 
crisis to the next. 

They make tough decisions every month to keep their budgets in the black. They deserve a Congress - 
and a President - that can work together and do the same. 

In the coming days and weeks we must confront a number of fiscal challenges facing our nation. 

Just three days from now, on March 1, across the board budget cuts known as the sequester will hit. 

Eighty five billion dollars in federal spending will be sliced from thousands of programs, including 
Medicare, rural development and early education. The repercussions will ripple through every sector of 
our economy. 


( 35 ) 
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In Montana, more than 800 civilian employees at Malmstrom Air Force Base and the Army and Air 
National Guards will face up to a 20 percent reduction in pay. These aren't just numbers, these are real 
people with bills to pay and families to care for. 

Cuts to national parks hit home in our state. Because 64,000 Montana Jobs depend directly on outdoor 
recreation. 

Nationwide, the Department of Justice's Office of Violence Against Women wiil lose $21 million. That 
means fewer grants to support the critical work of folks I met with in Missoula and Billings - folks doing 
heroic work to help prevent violence against our mothers, sisters and daughters. These are impressive 
people undertaking these programs. 

Cuts to the COPS grants program could mean fewer police officers on the streets keeping our 
communities safe. 

The uncertainty over how these and other cuts will play out is weighing heavy on businesses like Wheat 
Montana and those I met with in Billings. 

The nonpartisan Congressional Budget Office predicts the sequester cuts could slow the economic 
recovery and result In anotheryear of sluggish growth and high unemployment. 

Yes, we need to cut our debt and get our fiscal house in order. We know there are some places to trim 
the fat. 

But we need to take a scalpel to waste and inefficiency, not allow a hatchet to hack into American jobs. 

We have a plan on the table to bridge the sequester and still cut $110 billion from our debt without 
putting working families and American jobs in jeopardy. 

This proposal Is not perfect. I have concerns about cuts to programs family farmers rely on. But I 
understand the alternative of doing nothing could be far worse for agriculture and the rest of our 
economy. 

That's why I secured a compromise that will extend the SURE program and give farmers a bridge 
between direct payments and the next farm bill. 

And I worked to Include livestock disaster assistance for ranchers recovering from the worst drought in 
decades. That, too, is important. So while this plan Is not exactly how I would have designed it on my 
own, I recognize that compromise is necessary to get something done. 

My hope is that my colleagues will support this plan or offer their own proposal to stop the 
sequester. We can then work together to prevent these indiscriminate cuts from causing lasting 
economic damage. 

Our economy will be put to the test again in just weeks when the continuing resolution expires on 
March 27. We face the threat of a government shutdown. 

And on the horizon, the federal borrowing limit will be reached in late May. That will require another 
extension of the debt ceiling. 
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This is no way to run a country. Congress has been lurching from one fiscal showdown to the next, 
leaving the nation with uncertainty. The only way we'll be able to get past these budget battles is by 
working together. And we can start right here on this Committee. 

We need to take a balanced approach as we tackle these issues and work together to cut the debt. 

Over the past two years, we have made real progress cutting deficits and debt. In 2011, we passed $1.4 
trillion in spending reductions. And last month. Congress passed legislation that reduced the deficit by 
another $600 billion. 

Together, with interest savings, these actions will cut the deficit by $2.5 trillion over the next ten 
years. Add to this the savings from winding down the wars in Iraq and Afghanistan and our deficit 
reduction will reach almost $3.5 trillion over ten years. 

And as the nation's economy continues to recover, the long-term budgetary outlook has 
changed. CBO's forecasts for Medicare and Medicaid spending have dropped significantly. Current 
projections for the programs' costs through the end of the decade are $200 billion less than in March 
2010. 

CBO also forecasts decreasing deficits and a stable debt-to-GDP ratio over the next several years. It 
projects the 2013 budget deficit will be a full third lower than it was in 2010, and it will be cut in half by 
2015. CBO notes there will be a slight uptick at the end of the decade, so we must continue to attack 
the deficit head on. 

While progress has been made, the job is certainly not done. 

The unemployment rate is still unacceptably high. American families' budgets are being pinched. 
Skyrocketing gas prices, rising food prices and stagnant wage growth are making it harder for families to 
make ends meet. More must be done to strengthen the American economy. 

Today we will discuss how we can enact additional balanced savings to further reduce the deficit, give 
families and businesses certainty, and protect the economic recovery. 

As we do that I want this Committee to focus on three key goals. 

First, job creation. Twelve million people are actively looking for work but can't find a Job. An additional 
8 million Americans are stuck working part-time when they would like full-time work. Job creation must 
be the top priority of the Administration, this Congress and this Committee. 

Second, we must simplify our tax code for America's families and businesses. It has been close to 30 
years since the last major overhaul of America's tax code. In that time, our world has changed 
dramatically. 

Back then, China was our 18th largest trading partner. Now China is our second largest. And over the 
past 30 years, exports as a share of our GDP have nearly doubled. Our tax code is now antiquated and 
acting as a brake on our economy, especially when compared with our overseas competitors. 



We need a pro-growth tax code that gives America's businesses the certainty they need to compete 
globally and plan and expand operations, instead of leaving them hoping for a continuation of 
temporary tax breaks. 

Finally, we must make it a priority to return stability and confidence to our economy. We have to get off 
this roller coaster of a ride. Going from one fiscal crisis to the next is undermining our economy. 

To give families and businesses certainty, we must agree on a balanced, comprehensive plan to cut the 
debt that includes both revenue and spending cuts. The math will not work any other way. 

A long-term balanced plan will bridge the budget battles and make real progress solving our deficit 
problem. A balanced plan will also encourage businesses to Invest, enable investors to return to the 
markets with confidence, and, most importantly, put Americans back to work in a growing economy. 

Three experts are here today to help the Committee examine the progress of America's economic 
recovery as well as our economic outlook over the next decade. I look forward to hearing from each of 
you as you provide this Committee with the necessary insight to take on the tough challenges ahead of 
us. 


I also hope today this Committee can complete its review of three individuals nominated to key 
Administration posts. I urge Committee members to support the nominations of William Schultz to be 
the General Counsel at the Department of Health and Human Services, Christopher Meade to be the 
General Counsel at the Department of Treasury, and Jack Lew to be the Secretary of Treasury. 

As we will discuss today, our nation faces a number of great chailenges. We need bright, talented and 
dedicated individuals - like these three nominees - to work with us to find solutions and ensure a better 
future for America. 

So let us listen to the facts about our budget from these experts with us today. Then let's work together 
to make the tough decisions. Let us do the hard work and face the great responsibility before us. As 
President Kennedy understood, let us recognize that our economic progress depends on the solid 
ground of mutual confidence. Let us embrace this opportunity to restore certainty and get America 
back on track. 
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Chairman Baucus, Senator Hatch, and Members of the 
Committee, thank you for inviting me to testify on the 
Congressional Budget Offices (CBOs) most recent anal- 
ysis of the outlook for the budget and the economy. My 
statement summarizes CBOs new ecortomic forecast and. 
baseline budget projections, which cover fiscal years 2013 
to 2023. Those estimates were released earlier in the 
month in the report titled The Budget and Economic 
Outlook: Fiscal Years 2013 to 2023. 

Economic growth will remain slow this }^ar, CBO antici- 
pates, as gradual improvement in many of the forces that 
drive the economy is offset by the effects of budgetary 
changes that are scheduled to occur under current law. 
After this year, economic, growth will speed up, CBO 
projects, causing the unemployment rate to decline and 
inflation and interest rates to eventually rise from their 
current low levels. Nevertheless, the unemployment rate 
is expected to remain above 7Vi percent through next 
year; if that happens, 2014 will be the sixth consecutive 
year with unemployment exceeding IVi percent of the 
labor force — the longest such period in the past 70 years. 

If the current laws that govern federal taxes and spending 
do not change, the budget deficit will shrink this year to 
$845 billion, or 5.3 percent of gross domestic product 
(GDP), its smallest size since 2008. In CBOs baseline 
projections, deficits continue to shrink over the next few 
years, falling to 2.4 percent of GDP by 2015. Deficits are 
projected to increase later in the coming decade, however, 
because of the pressures of an aging population, rising 
health care costs, an expansion of federal subsidies for 
health insurance, and growing interest payments on fed- 
eral debt. As a result, federal debt held by the public is 
projected to remain historically high relative to the size of 
the economy for the next decade. By 2023, if current laws 
remain in place, debt will equal 77 percent of GDP and 
be on an upward path, CBO projects (see Figure 1). 

Such high and rising debt would have serious negative 
consequences: When interest rates rose to more normal 
levels, federal spending on interest payments would 
increase substantially. Moreover, because federal borrow- 
ing reduces national saving, the capital stock would be 
smaller and total wages would be lower than they would 
be if the debt was reduced. In addition, lawmakers would 
have less flexibility than they might ordinarily to use 
tax and spending policies to respond to unexpected 
challenges. Finally, such a large debt would increase the 


risk of a fiscal crisis, during which invescon: would lose so 
much confidence in the governments ability to manage 
its budget that the government would be unable to 
borrow at affordable races. 

Under Current Law, Federal Debt 
Will Stay at Historically High Levels 
Relative to GDP 

The federal budget deficit, which shrank as a percentage 
of GDP for the third year in a row in 2012, will fall again 
in 2013, if current laws remain the same. At an estimated 
$845 billion, the 2013 imbalance would be the first defi- 
cit in five years below $l trillion; and at 5.3 percent of 
GDP, it would be only about half as large, relative to the 
size of the economy, as the deficit was in 2009. Never- 
theless, if the laws that govern taxes and spending do not 
change, federal debt held by the public wdll reach 76 per- 
<x:nt of GDP by the end of this fiscal year, the large^st 
percentage since 1950. 

With revenues expected to rise more rapidly than spend- 
ing in the next few years under current law, the deficit is 
projected to dip as low as 2,4 percent of GDP by 2015 
(see Table 1). In later years, however, projected deficits 
rise steadily, reaching almOvSt 4 percent of GDP in 2023. 
For the 2014-2023 period, deficits in CBO’s baseline 
projections total $7.0 trillion. With such deficits, federal 
debt would remain above 73 percent of GDP — far higher 
than the 39 percent average seen over the past four 
decades. (As recently as the end of 2007, federal debt 
equaled just 36 percent of GDP.) Moreover, debt would 
be increasing reiarive to the size of the economy in die 
second half of the decade. 

Those projections are not CBOs predictions of future 
outcomes. As specified in law, CBO’s baseline projections 
arc constructed under the assumption that current laws 
generally remain unchanged, so that they can .serve as a 
benchmark against which potential changes in law’ can 
be measured. 

Revenues 

l^eral revenues will increase by roughly 25 percent 
between 2013 and 2015 under current law, CBO pro- 
jects. That increase is expected to result from a rise in 
income because of the growing economy, from policy 
changes that are scheduled to take effect during that 
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period, and from policy changes that have already taken 
effect bur whose full impact on revenues will not be felt 
until after this year (such as rhe recent increase in tax rates 
on income above certain thresholds). 

As a result of those fectors, revenues are projected to grow 
from 15.8 percent of GDP in 2012 to 19.1 percent of 
GDP in 2015 — compared with an average of 17.9 per- 
cent of G DP over the past 40 years. Under current law, 
reveniie,s will remain at roughly 19 |>ercenc of GDP from 
2015 through 2023, CBO estimates. 

Outlays 

In CBO s baseline projections, federal spending rises over 
the next few years in dollar terms but falls relative to the 
size of the economy. During those years, the growth of 
spending will be restrained both by the strengthening 
economy (as spending for programs such as unemploy- 
ment compensation drops) and by provisions of the 
Budget Control Act of 2011 (Public Law 1 12-25). 
Although outlays are projected to decline from 22.8 per- 
cent of GDP in 2012 to 21.5 percent by 2017, chej' will 
still exceed their 40-year average of 2 1 .0 percent. (Out- 
lays peaked at 25.2 percent of GDP in 2009 but have 
fallen relative to GDP in the past few years.) 

After 2017, if current law.s remain in place, outk)^ will 
start growing again as a percentage of GDP. The aging 


of the population, increasing health care costs, and a sig- 
nificant expansion of eligibiiit)’ for federal suhsidies for 
health insurance will substantially boost spending for 
Social Security and for major health care programs rela- 
tive to the size of the economy. At the same time, rising 
interest rates will significantly increase the government’s 
debc-,servicc costs. In CBO s baseline, outlays reach about 
23 percent of GDP in 2023 and are on an upward 
trajectory. 

Changes from CBO’s Previous Projections 

The deficits projected in CBO s current baseline are 
significantly larger than the ones in CBO’s baseline of 
August 2012. At that time, CBO projected deficits total- 
ing S2.3 trillion for the 2013-2022 period; in the current 
baseline, the total deficit for that period ha.s risen by 
S4.6 trillion. That increase stems chiefly from the enact- 
ment of the American Taxpayer Relief Act of 2012 
(PL. 1 12-240), which made changes to tax and spending 
laws that will boost deficits by a rotal of S4.0 rriliion 
(excluding debt-service costs) between 20 1 3 and 2022, 
according to estimates by CBO and the staff of the Joint 
Committee on Taxation. CBO s updated baseline also 
takes into account other legislative actions since August, 
as well as a new economic forecast and some technical 
revisions to its projections. 
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Table 1. 

i liO s fJnsi'iini- l*iiu!i>r( I'roirclion'* 

Total 

Actual, 2014- 2014- 



2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2018 

2023 







In Biiitons of Dollars 






Revenues 

2,449 

2,708 

3,003 

3373 

3391 

3/65 

3,937 

4301 

4379 

4,496 

4,734 

4,961 

17,669 

40,241 

Outlays 

3,538 

3,553 

3,618 

3303 

4,067 

4300 

4342 

4311 

5378 

5,350 

5,691 

5.939 

20,330 

47,199 

Deficit (') or Surplus 

-1,089 

'845 

-616 

-430 

-476 

-535 

-605 

-710 

-798 

-854 

-957 

-978 

-2,661 

-6,958 

On-faudget 

•1,151 

-872 

•630 

•433 

-476 

-533 

-598 

-693 

-763 

-799 

-878 

■872 

-2,670 

-6,675 

Off-budgef 

62 

27 

14 

3 

* 

-2 

-6 

-17 

-35 

-55 

-79 

-106 

9 

-283 

Debt Held by the Public 















at the End of the Year 

11,280 

12,229 

12,937 

13,462 

14,025 

14,642 

15316 

16,092 

16,957 

17,876 

18,902 

19,944 

n.a. 

n.a. 






As a Percentage of Gross Domestic Product 





Revenues 

15,8 

16.9 

18.0 

19.1 

19.1 

18.9 

183 

18.7 

18.7 

18.9 

19.0 

19.1 

18.8 

18.9 

Outlays 

22.8 

22.2 

21.7 

21.6 

21.6 

213 

21.7 

22.0 

22.2 

22.4 

22.9 

22.9 

21.6 

22.1 

Deficit 

-7.0 

-5.3 

-3.7 

-2.4 

-2.5 

-2.7 

-2.9 

-3.2 

-3.5 

-3.6 

-3.8 

-3.8 

-2.8 

-3.3 

Debt Held by the Public 















at the End of the Year 

72.5 

76.3 

77J 

76.3 

74.6 

73.4 

73.1 

733 

74.2 

75.0 

76,0 

77.0 

n.a. 

n.a. 


Source: Congressional Budget Office. 

Note: * = between -$SOO million and zero; n.a. = not applicable. 

a, Off'budget surpluses or deficits comprise surpluses or deficits in the Social Security trust funds and the net cash flow of the 
Postal Service. 


Looming Policy Decisions May 
Have a Substantial Effect on the 
Budget Outlook 

Current law leaves many key budget issues unresolved, 
and this year, lawmakers will face three significant 
budgetary deadlines: 

■ Automatic reductions in spending are scheduled to be 
implemented at the beginning of March; when that 
happens, funding for many government activities will 
be reduced by 5 percent or more. 

■ The continuing resolution that currently provides 
operational funding for much of the government will 
expire in late March, if no additional appropriations 
are provided by then, nonessentia! functions of the 
government will have to cease operations. 

H A .statutof)' limit on federal debt, which was temporar- 
ily removed, will take effect again in mid-May. The 


Treasury will be able to continue borrowing for a short 
time after that by using what are known as extraordi- 
nary measures. But to avoid a default on the govern- 
ments obligations, the debt limit will need to be 
adjusted before those measure.s are exhausted Kater in 
the year. 

Budgetary outcomes will also be affected by decisions 
about whether to continue certain policies that have been 
in effect in recent years. Such policies could be contin- 
ued, for example, by extending some tax provisions that 
are scheduled to expire (and chat have routinely been 
extended in the past) or by preventing the 25 percent cut 
in Medicares payment rates for ph)'sicians that is due to 
occur in 2014. ff, for instance, lawmakers eliminated the 
automatic spending cuts scheduled to rake effect in 
March (but left in place the original caps on discretionary 
funding set by the Budget Control Act), prevented the 
sharp reduction in Medicare’s payment rates for physi- 
cians, and extended the tax provisions that are scheduled 
to expire at the end of calendar year 20 i 5 (or, in some 
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Figure 2. 

(Tri!iions of 2005 doliars) 



Sources: Congressional Budget Office; Department of Commerce, 
Bureau of Economic Ar^alysis. 

Notes: Potential gross domestic product (GDP) is CBO’s estimate of 
the maximum sustainable level of output of the economy. 
Data are quarterly. Actual data are plotted through the third 
quarter of 2012. Projections are plotted through the fourth 
quarter of 2023. 

cases, in later years), budget deficits vvould be substan- 
tially larger over the coming decade than in CBOs 
baseline projections. With those changes, and no offset- 
ting reductions in deficits, debt held by the public would 
rise to 87 percent of GDP by the end of 2023 rather than 
to 77 percent. 

In a,ddition to those decisions, lawmakers will continue to 
face the longer-term budgetary issues posed by the sub- 
stantial federal debt and by the implications of rising 
health care costs and the aging of the population. 

Economic Growth Is Likely to 
Be Slow in 2013 and Pick Up in 
Later Years 

The U.S. economy expanded modestly in calendar year 
2012, continuing the slow recovery .seen since the reces- 
sion ended in mid-2009. Although economic growth is 
expected to remain slow again this year, CBO anticipates 
that underlying factors in the economy will spur a more 
rapid expansion beginning next year. 


Even so, under the fiscal policies embodied in current 
law', output is expected to remain below its potential 
(or maximum sustainable) level until 2017. By CBOs 
estimates, in the fourth quarter of 2012, real (inflation- 
adjusted) GDP was about 51/2 percent below its potential 
level. That gap was only modestly smaller than the gap 
between actual and potential GDP that existed at the end 
of the recession (see Figure 2) because the grow'th of out- 
put since then has been only slightly greater than the 
growth of potential output. With such a large gap 
between actual and potential GDP persisting for so long, 
CBO projects that the total loss of output, relative to the 
economy’s potential, between 2007 and 2017 will be 
equivalent to nearly half of the output that the United 
States produced last year. 

The Economic Outlook for 2013 
CBO expects that economic activity will expand slowly 
this year, with real GDP growing by just 1 .4 percent 
{see Table 2). That slow growth reflects a combination 
of ongoing improvement in underlying economic factors 
and fiscal tightening that has already begun or is 
scheduled to occur — including the expiration of a 2 per- 
centage-point cut in the Social Security payroll tax, an 
increase in tax rates on income above certain thresholds, 
and scheduled automatic reductions in federal spending. 
That subdued economic growth will limit businesses’ 
need to hire additional workers, thereby causing the 
unemployment rate to stay near 8 percent this year, 

CBO projects. The rate of inflation and interest rates 
are projected to remain low. 

The Economic Outlook for 2014 to 2018 
After the economy adjusts this year to the fiscal tighten- 
ing inherent in current law, underlying economic factors 
w'ill lead to more rapid growth, CBO projects — 3.4 per- 
cent in 2014 and an average of 3.6 percent a year from 
2015 through 2018. In particular, CBO expects that the 
effects of the housing and financial crisis will continue 
to fede and that an upswung in housing construction 
(though from a ver}' low level), rising real estate and stock 
prices, and increasing availability of credit will help to 
spur a virtuous cycle of faster growth in employment, 
income, consumer spending, and business investment 
over the next few years. 

Nevertheless, under current law, CBO expects the 
unemployment rate to remain high — above IVi percent 
through 2014 — before failing to 5'/2 percent at the end of 
2017. The rate of inflation is projected to rise slowly after 
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Table 2. 

CBO’s Economic Projections for Calendar Years 2012 to 2023 

Estimated, Forecast Projected Annual Average 

2012 ^3 M14 2015-2018 2019-2023 

Fourth Quarter to Fourth Quarter (Percentage change) 


Rea! Gross Domestic Product 

1.9 

1.4 

3.4 

3.6 

2.2 

Inflation 

PCE price index 

1.5 

1.3 

1.8 

1.9 

2.0 

Core PCE price index"* 

1.5 

1.5 

1.9 

2.0 

2.0 

Consumer price index^ 

1.9 " 

1.5 

2.0 

2.2 

2.3 

Core consumer price index® 

1.9 ‘ 

1.8 

2.0 

Fourfli Quarter Level (Percent) 

2.2 

2.3 

Unemployment Rate 

7.8' 

8.0 

7.6 

Calendar Year Average (Percent) 

5.5 ** 

5.2 ® 

Interest Rates 

Three-month Treasury bills 

0.1' 

0.1 

0.2 

2.2 

4.0 

Ten-year Treasury notes 

1.8' 

2.1 

2.7 

4.5 

5.2 


Source; Congressional Budget Office. (Actual values for 2012 are from Department of Labor, Bureau of Labor Statistics; Federal Reserve.) 
Notes: The numbers shown here do not reflect the values for GDP and related series released by the Commerce Department’s Bureau of 
Economic Analysis on January 30. 

PCE = personal consumption expenditures. 

a. Excludes prices for food and energy. 

b. The consumer price index for ail urban consumers. 

c. Actual value for 2012. 

d. Value for 2018. 

e. Value for 2023. 

this year: CBO estimates that the annual increase in the 
price index for persona! consumption expenditures will 
reach about 2 percent in 2015. The interest rate on 
.3*month Treasury bills — which has hovered near zero for 
the past several years — is expected to climb to 4 percent 
by the end of 20 1 7, and the rate on 1 0-year Treasury 
notes is projected to rise from 2.1 percent in 2013 to 
5.2 percent in 2017. 

Tlie Economic Outlook for 2019 to 2023 
For the second half of the coming decade, CBO dc«s not 
attempt to predict the cyclical ups and downs of the 
economy; rather, CBO assumes that GDP will stay at its 


maximum sustainable level. On that basis, CBO projects 
that both actual and potential real GDP will grow at an 
average rate of 2\4 percent a year between 2019 and 
2023. That pace is much slower than the average growth 
rate of potential GDP since 1950. The main reason is 
that the growth of the labor force will slow down because 
of the retirement of the baby boomers and an end to the 
long-standing increase in womens participation in the 
labor force. CBO also projects that the unemployment 
rate will fall to 5.2 percent by 2023 and that inflation 
and interest rates will stay at about their 2018 levels 
throu^out the 2019-2023 period. 
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Notes 


Numbers in the text and tables may not add up to totals because of rounding. 

Unless otherwise indicated, years referred to in describing the budget outlook are federal fiscal 
years (which run from October I to September 30) and years referred to in describing the 
economic outlook are calendar years. 

The figures in Chapter 2 have white vertical bars that indicate the duration of recessions. 

(A recession extends from the peak of a business cycle to its trough.) 

The economic forecast was completed in mid-January 2013, and the estimates of 2012 values 
shown in tables and figures in Chapter 2 and Appendix B are based on information available 
at that time. 

Supplemental data for this analysis and the historical budget data chat are usually included in 
this report are available on CBOs Web site (www.cbo.gov). 


Pub. No. 4649 
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Summary 


l^Mconomic growth will remain slow this year, the 
Congressional Budget Office (CBO) anticipates, as grad- 
ual improvement in many of the forces that drive the 
economy is offset by the effects of butigetar)' changes that 
arc scheduled to occur under current law. After this year, 
economic growth will speed up, CBO projects, causing 
the unemployment rare to decline and inflation and 
interest rates to evcniiially rise From their current low 
levels. Nevertheless, the unemployment rate is expected 
to remain above IVi percent through next year; if that 
happens, 20 1 4 will be the sixth consecutive year witir 
unemployment exceeding Vh percent of the labor 
force — the longest .such period in the past 70 years. 

If the current laws that govern federal taxes and spending 
do not change, the budget deficit will shrink this year to 
$845 billion, or 5.3 percent of gross domestic product 
(GDP), its smallest size since 2008. In CBOs baseline 
projections, deficits continue to shrink over the next few 
years, tailing to 2.4 percent of GDP by 201 5. Deficits are 
projected to increase later in the coming decade, however, 
because of the pressure.s of an aging population, rising 
health care costs, an expansion of federal .subsidic.s for 
health insurance, and growing interest paymcnt.s on fed- 
eral debt. As a re.sulr, federal debt held by the public is 
projected to remain historically high relative to the size of 
the economy for the next decade. By 2023, if current laws 
remain in place, debt will equal 77 percent of GDP and 
be on an upward path, CBO projects (.see Summary 
Figure 1). 

Such high and rising debt would have .serious negative 
consequences: When interest rates rose to more normal 
levels, federal spending on interest payments would 
increase substantially. Moreover, becau.se federal borrow- 
ing reduces national saving, the capital stock would be 
smaller and total wages would be lower than they would 
be if the debt was reduced. In addition, lawmakers would 
have less flexibility than they might ordinarily to use tax 


and spending policies to respond to unexpected chal- 
lenges. Finally, such a large debt would increase the risk 
of a fiscal cri.si.s, during which investors would lose so 
much confidence in the government's ability to manage 
its budget that the government would be unable to 
borrow at affordable rates. 

Under Current Law, Federal Debt 
Will Stay at Historically High Levels 
Relative to GDP 

'flic federal budget deficit, which shrank a.s a percentage 
of GDP for the third year in a row in 2012, will fall again 
in 2013, if current laws remain the same. At an estimated 
$845 billion, the 2013 imbalance would be the first defi- 
cit in five years below $1 trillion; and at 5.3 percent of 
GDP, it would be only about half as large, relative to the 
size of the economy, as the deficit was in 2009. Never- 
theless, if the laws that govern taxes and spending do not 
change, federal debt held by the public will reach 76 per- 
cent of GDP by the end of this fiscal year, the largest 
percentage since 1950. 

W'ich revenues expected to rise more rapidly than spend- 
ing in the next few years under current law, the deficit is 
projected to dip as low as 2.4 percent of GDP by 20 1 5 
(see .Summary Table 1). In iarer years, however, projected 
deficits rise steadily, reaching almost 4 percent of GDP 
in 2023. For the 2014-2023 period, deficits in CiBO'.s 
baseline projections total $7.0 trillion. With such deficits, 
federal debt would remain above 73 percent of GDP — 
for higher than the 39 percent average seen over the past 
four decades. (As recently as the end of 2007, federal debt 
equaled just 36 percent of GDP.) Moreover, debt would 
be increasing relative to the size of the economy in the 
second half of the decade. 

Those projections are not CBO's predictions of future 
outcomes. As specified in law, CBO’s baseline projections 
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Summary Figure 1 • 

Federai Debt Held b) the Public 


(Percentage of gross domestic product) 
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Source: Congressional Budget Office. 


are consrructcd under the assumption that current kws 
generally remain unchanged, so that they can ser\’e a.s a 
benchmark against which potential changes in law can 
be measured. 

Revenues 

Federal revenues will increase by roughly 25 percent 
between 2013 and 2015 under current law, CBO pro- 
jects. That increase i.s expected to result from a rise in 
income because of the growing economy, from policy 
changes that are scheduled to take effect during that 
period, and. from policy changes that have already taken 
effeci; but whose full impact on revenues will not be felt 
until after this year (such as the recent increase in tax races 
on income above certain chrc,sholds). 

As a result of those factors, revenues are projected to grow 
from 15.8 percent ofG.D.P in 2012 to 19.1 percent of 
GDP in 201 3 — compared with an average of 17.9 per- 
cent of GDP over the past 40 years. Under current law, 
revenues will remain at roughly 1 9 percent of GDP from 
2015 through 2023, CBO estimates. 

Outlays 

In CBO’s baseline projections, federal spending rises over 
the next few years in dollar terms but falls relative to the 
.size of the economy. During those years, the growth of 
spending will he restrained both by the strengthening 
economy (as spending for programs such as unemploy- 


ment compensation drops) and by provisions of the 
Budget Control Act of 201 1 (Public Law 112-2,5). 
Although outlays are projected to decline from 22.8 per- 
cent of GDP in 2012 to 21 ,5 percent by 20.1.7, they will 
still exceed their 40-year average of 2 1 .0 percent. (Out- 
lays peaked at 25.2 percent of GLIP in 2009 but have 
fallen relative to GDP in the past few years,) 

After 2017, if current laws remain in place, outlays will 
start growing again a.s a percentage of GDP. The aging 
of tile population, increasing health care costs, and a sig- 
nific-ant expansion of eligibility for federal subsidies for 
health insurance will substantially boost spending for 
Social Security and for major health care programs rela- 
tive to the size of the economy. At the same time, rising 
interest rates will significantly increase the government’s 
debt-service costs. In CBO’s baseline, outlays reach about 
23 percent of GDP in 2023 and are on an upward 
trajectory. 

Changes from CBO’s Previous Projections 

The deficits projected in CBO’s current baseline are 
significantly larger than the ones in CBO’s baseline of 
August 2012. At that time, CBO projected deficits total- 
ing S2.3 trillion for the 2013-2022 period: in the current 
ba.se!ine, the total deficit for ciiat [leriod has risen bv 
$4.6 trillion. 'I'hat incrca.sc stems chiefly from the enact- 
ment of the American Taxpayer Relief Act of 2012 
(P.L. 1 12-240), which made changes to tax and spending 
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Summary Table 1 . 

(lU)'s Baseline Budget Projections 


Total 

Actual, 2014' 2014- 



2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2018 

2023 







in Billions of Dollars 






Revenues 

2,449 

2,708 

3,003 

3,373 

3,591 

3,765 

3,937 

4,101 

4,279 

4,496 

4,734 

4,961 

17,669 

40,241 

Outlays 

3,538 

3,553 

3,618 

3,803 

4,067 

4,3(X) 

4,542 

4,811 

5,078 

5,350 

5,691 

5,939 

20,330 

47,199 

Deficit {-) or Surplus 

-1,089 

-845 

-616 

-430 

-476 

-535 

-605 

-710 

-798 

-854 

-957 

-978 

-2,661 

-6,958 

On-budgot 

-1,151 

-872 

-630 

-433 

-476 

-533 

-598 

-693 

-763 

-799 

-878 

-872 

-2,670 

-6,675 

Off-budgeb 

62 

27 

14 

3 

* 

-2 

-6 

-17 

-35 

-55 

-79 

-106 

9 

-283 


Debt Held by the Public 

at the End of the Year 11,280 12,229 12,937 11462 14,025 14,642 15,316 16,092 16,957 17.876 18,902 19,944 n.a. n.a 


As a Percentage of Gross Domestic Product 


Revenues 

15,8 

16.9 

lao 

19.1 

19.1 

18.9 

las 

18.7 

18.7 

18.9 

19.0 

19.1 

18.8 

1S.9 

Outlays 

22.8 

22.2 

21.7 

21.6 

21.6 

2L5 

21.7 

2Z0 

22.2 

22.4 

22.9 

22.9 

21.6 

22.1 

Deficit 

-7.0 

-5.3 

-3.7 

-2.4 

-2.5 

-2.7 

-2.9 

-3.2 

-3.5 

-3.6 

-3.8 

-3.8 

-2.8 

-3.3 

Debt Held by the Public 

at the End of the Year 

72.5 

76.3 

77.7 

76.3 

74.6 

73.4 

73.1 

as 

74.2 

75.0 

76.0 

77.0 

n.a. 

n.a. 


Source: Congressional Budget Office. 

Note: * = between -$500 million and zero; n.a. = not applicable. 

a. Off-budget surpluses or deficits comprise surpluses or deficits in the Social Security trust funds and the net cash flow of the 
Postal Service. 


laws that will boost deficit, s by a total of S4.() trillion 
(excluding debt-service costs) between 2013 anti 2022, 
according to estimates by CBO and the staff of the joint 
Committee on ‘iaxacion. CBO's updated btiselinc also 
rakes into account ocher legislative actions since August, 
as well a,s a new economic foreca.sr and some technical 
revi.s'ions to its projections. 

Looming Policy Decisions May 
Have a Substantial Effect on the 
Budget Outlook 

Current law leaves many key budget issues unresolved, 
and this year, lawmakers will face three significant 
budgetary deadlines: 

S Automatic reductions in spending arc scheduled to be 
impiemenicd at the beginning of March; when rhac 
happens, funding for many government activities will 
he reduced by 5 percent or more. 

8 The continuing resolution that ciuTencly provides 
operational liuiding for much of the government will 


expire in late March. If no additional appropriation.s 
are provided by then, noncs.sencial functions of the 
government will have to cease operations. 

8 A staruvory limit on federal debt, which was temporar- 
ily removed, will take effect again in mid-May. The 
’freasury will be able to continue borrowing for a short 
rime after that by using what .ate known as extraordi- 
nary measures. But to avoid a defiuilr on the govern- 
ment's obligations, the debt limit will need to be 
adjusted before those measures arc exhausted later in 
the year. 

Budgetar}' outcomes will also he affected by decisions 
about whether to continue certain policies that have been 
in effect in recent years. Such policies could be contin- 
ued, for example, by extending some tax provisions that 
are scheduled to expire (and that have routinely been 
extended in the past) or by preventing the 25 percent cut 
in Medicares payment races for physicians that is due to 
occur in 2014. If, for instance, lawmakers eliminated the 
automatic spending cuts scheduled to take effect in 
March (but left in place the original caps on discretionary 



51 


4 THK 151:IX;HT AM) ii:ON{)MI(; OlTl.OOK: aSGAimARS >013 TO 2023 

funding set by the Budget Control Act), prevented the 
sharp reduction in Medicare's payment rates for phra- 
cians, and extended the tax provisions that are scheduled 
to expire at the end of calendar year 2013 (or, in some 
cases, in later years), budget deficits would be substan- 
tially larger over the coming decade than in CBOs 
baseline projections. With those changes, and no offset- 
ting reductions in deficits, debt held by the public would 
rise to 87 percent of CDP by the end of 2023 rather than 
to 77 percent. 

In addition to those decisions, lawmakers will continue to 
ftce the longer-term budgetary issues posed by the sub- 
stantial federal debt and by the implications of rising 
health care costs and the aging of the population. 

Economic Growth Is Likely to 
Be Slow in 2013 and Pick Up in 
Later Years 

fhe U.S. economy expanded modestly in calendar vear 
201.2, continuing the slow recovery seen since the reces- 
sion ended in mid-2009. Although economic growth is 
expected to remain slow again this year, CBO anticipates 
that underlying foctors in the economy will spur a more 
rapid expansion beginning next year. 

Even so, under the fiscal policies embodied in current 
law, output is expected to remain below its potential 
(or maximum sustainable) level until 2017. By CB(Ds 
csrimate.s, in the fourth quarter of 2012, real (inflation- 
adjusted) GDP was about percent below its potential 
level. That gap was only modestly smaller than the gap 
between actual and potential GDP that existed at the end 
of the recession (see Summary Figure 2) because the 
growth of output since then has been only slightly greater 
than the growth of potential output. With such a large 
gap between actual and potential GDP persi.sting for so 
long, CBO projects that the total !o.ss of output, relative 
to the economy’s potential, between 2007 and 2017 will 
be equivalent to nearly half of the output that the United 
States produced last year. 

The Economic Outlook for 2013 
CBO expects that economic activity will expand slowly 
this year, with real GDP growing by just 1 .4 percent 
(see Summary Table 2). That slow growth reflects a com- 
bination of ongoing improvement in underlying eco- 
nomic fiictors and fiscal tightening that has already begun 


RTiRl ARY 2013 

Summary Figure 2. 

GDP and Potential GDP 

(Trillions of 2005 dollars) 
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Sources; Congressional Budget Office; Department of Commerce, 
Bureau of Economic Analysis, 

Notes: Potential gross domestic product (GDP) is CBO's estimate of 
the maximum sustainable level of output of the economy. 
Data are quarterly. Actual data are plotted through the third 
quarter of 2012. Projections are plotted through the fourth 
quarter of 2023. 

or is scheduled ro occur — including the expiration of a 
2 percentage-point cut in the .Social Security payroll tax, 
an increase in tax rates on income above certain thresh- 
olds, and scheduled automatic rcductiojus in federal 
.spending. That subdued economic growth will limit busi- 
nesses’ need to hire additional workers, thereby causing 
the unemployment rate to stay near 8 percent this year, 
GBO projects, d'hc rate of inllacion and inrcre.st rates arc 
projected CO remain tow. 

Tiie Economic Outlook for 2014 to 2018 
After the economy adjust.s this year to the fiscal tighten- 
ing inherent in current law, underlying economic factors 
will lead to more rapid growth, CBO projccc.s — 3.4 per- 
cent in 2014 and an average of 3.6 percent a year from 
2015 through 2018. In particular, CBO expects that the 
effects of the housing and financial crisis will continue 
to fade and that an up.swing in housing construction 
(though from a very low level), rising real estate and stock 
prices, and increasing availability of credit will help to 
spur a virtuous cycle of faster growth in employment, 
income, consumer spending, and business investment 
over the next few years. 
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Summary Table 2. 

CBO’s Economic Projections for Calendar Years 2012 to 2023 


Estimated, Forecast Projected Annual Average 

2012 2013 2014 2015-2018 2019-2023 

Fourth Quarter to Fourth Quarter (Percentage change) 


Real Gross Domestic Product 

1.9 

1.4 

3.4 

3.6 

2.2 

Inflation 

PCE price index 

1.5 

1.3 

1.8 

1.9 

2.0 

Core PCE price index® 

1.5 

1.5 

1.9 

2.0 

2.0 

Consumer price index‘d 

1.9' 

1.5 

2.0 

2.2 

2.3 

Core consumer price index® 

1.9' 

1.8 

2.0 

Fourth Quarter Level (Percent) 

2.2 

2.3 

Unemployment Rate 

7.8 ‘ 

8.0 

7.6 

Calendar Year Average (P^cent) 

5.5 

5.2' 

Interest Rates 

Three-month Treasury bills 

0.1' 

0.1 

0.2 

2.2 

4.0 

Ten-year Treasury notes 

1.8' 

2.1 

2.7 

4.5 

5.2 


Source: Congressional Budget Office. {Actual values for 2012 are from Department of Labor, Bureau of Labor Statistics; Federal Reserve.) 
Notes; Economic projections for each year from 2012 to 2023 appear in Appendix B. 

The numbers shown here do not reflect the values for GOP and related series released by the Commerce Deparbnent’s Bureau of 
Economic Analysis on January 30. 

PCE = personal consumption expenditures. 

a. Excludes prices for food and energy. 

b. The consumer price index for all urban consumers. 

c. Actual value for 2012. 

d. Value for 2018, 

e. Value for 2023. 

Nevertheless, under current law, CBO expects the 
unemployment rate to remain high — above percent 

through 2014 — before falling to 5^/2 percent at the end of 
2017. The rate of inflation is projected to rise slowly after 
this year: CBO estimates chat the annual increase in the 
price index for personal consumption expenditures will 
reach about 2 percent in 2013. The interest rate on 
3-month Treasury bills — which ha.s hovered near zero for 
the pa.st several years — is expected to climb to 4 percent 
by the end of 20 1 7, and the rate on 1 0-year Treasury 
notes is projected to rise from 2.1 percent in 2013 to 
5.2 percent in 2017. 


The Economic Outlook for 2019 to 2023 

For the second half of the coming decade, CBO does not 
attempt to predict the cyclical ups and downs of the 
economy; rather, CBO assumes that GDP will stay at its 
maximum sustainable level. On chat basis, CBO projects 
that both actual and potential real GDP will grow at an 
average rate of 214 percent a year between 2019 and 
2023. That pace is much slower chan the average grow'th 
rate of potential GDP since 1950. The main reason is 
that the growth of the labor force will slow down because 
of the retirement of the baby boomers and an end to the 
long-standing increase in women’s participation in the 
labor force. CBO also projects that the unemployment 
race will fell to 5.2 percent by 2023 and that inflation 
and interest rates will stay at about their 2018 levels 
throughout the 2019-2023 period. 



The Budget Outlook 


I 

Hf current laws remain in place, the Congressional 
Budget Office ((!!BO) estimates, the federal budget defi- 
cit will total S845 billion in fiscal year 2013; this will 
be the first time since 2008 that the budget shortfiil] 
will be less than SI trillion. At 5-3 percent of gross 
domestic product {GDP), that deficit will be well below 
the peak of 10. 1 percent in 2009 but still larger chan in 
ail but one year between 1947 and 2008 (see Pigure 1-1). 
As a re,sult, debt held by the public is estimated to 
increase to 76 percent of GDP by the end of 2013, the 
largest ratio since 1950. 

CBO constructs its baseline projections of federal reve- 
nues and spending under the assumption that current 
laws generally remain unchanged. Under that assump- 
tion, revenues arc projected to rise as a share of GDP over 
the next few years — from nearly 16 percent in 2012 to 
17 percent in 2013, 18 percent in 2014, and then about 
19 percent from 2015 through 2023 (seeTable 1-1). 
Outlays in the baseline drop from almost 23 percent of 
GDP in 2012 to 21.5 percent in 2017; they begin to rise 
again later in the decade, reaching 22.9 percent in 2023. 

As a result, in CBO’s baseline projections, annual deficits 
remain above their prerecession 40-year average (1968 to 
2007) through 2023 relative to the size of the economy. 
'I'hcy decline as a percentage of GDP for the next two 
years, to 3.7 pcrccjit in 2014 and 2.4 percent in 2015. 
But, beginning in 2016, deficits in the baseline start to 
increase again, reaching 3.8 percent of GDP at the end of 
the 10-year projection period. 

rhose accumulating deficits would boo.sr debt held by 
the public to a peak of almost 78 percent of GDP by the 
end of 2014, CBO estimates. Relative to the nations oiit- 
pui, the debt would decline over the following few years 
but then start to climb again in the latter part of the pro- 
jection period, reaching 77 percent of GDP at the end of 
2023. (As recen cly as the end of 2007, the debt was equal 
to only 36 percent ol GDP) 


Although relative stability in the debt as a share of GDP 
over the next 1 0 years would be a welcome development 
after its sharp upward surge during the past several years, 
the projected path of the federal budget remains a signifi- 
cant concern for several reasons. 

First, under the current-law baseline, the projected debt is 
very high by historical standards. Throughout the 2013- 
2023 period, debt held by the public is projected to be 
significantly greater relative to GDP than at any time 
since just after World War 11; at no time is it anticipated 
to fall below the percentage of GDP it represented in any 
year between 1951 and 2012. If the amount of debt held 
by the public remains so large, federal spending on inter- 
est payments will increase substantially when interest 
rates rise to more normal levels. Because federal borrow- 
ii^g generally reduces national saving, the stock of capital 
assets, such as equipment and structures, will be smaller 
and aggregate wages will be less than if the debt were 
lower. In addition, lawmakers will have less flexibility 
chan they ordinarily might to use tax and spending poli- 
cies to respond to unanticipated challenges. Moreover, 
,such a large debt poses an increased risk of precipitating a 
fiscal crisis, during which investors would lose so much 
confidence in the government’s ability to manage its bud- 
get that the government would be unable to borrow at 
affordable rates.' 

Second, deficits and the debt would be even larger if cur- 
rent laws were modified, as they have been in the past, to 
delay or undo certain scheduled changes in policy. CBO's 
baseline projections incorporate the assumption that the 
automatic spending reductions established by the Budget 
Control Act of 201 1 (Public Law 1 1 2-25) will cake effect 
at the beginning of March, that sharp reductions in 
Medicares payment rates for physicians’ services will 
occur at the beginning of January 2014, and that certain 
tax provisions that have regularly been extended but are 


!. Fora discus.sion of ihc- conswiuciKx.s of elevated debt, sec 
Congressional Budget (^iTiee. Chokes for Deficit Reduvtian 
(November 201 2), p. 10, svww.ebo.gov/ pub!ieviti<)ti/ 'i3(>92. 
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Figure 1-1. 

rotiil Deficits or Surpluses 

(Percentage of gross domestic product) 
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Source: Congressional Budget Office. 

set to expire ut the end of the calendar year for, in some 
ciuscs. in later years) will expire as scheduled. If those pro- 
visions of current law were removed, and if other changes 
in policies with offsetting effects on budget deficits were 
not enacted, hudgei deficits during the coming decade 
would be substancialiy larger than those shown in (IBOs 
baseline projections. Specifically, under an alternative fis- 
cal scenario, if those provisions of law w'erc undone, debt 
held by the public would reach 87 percent of GDP at the 
end of 2023, 

Third, deficits and the debt also might be larger than in 
CBO’s baseline projections because holding discretionary 
spending within the limits required under current laAv 
might be diftlcult, Even if automatic spending reductions 
from the Budget Control Act were avoided, the original 
caps on discretionary budget authority established by that 
legislation would reduce such spending ro an unusually 
small amount relative to the size of the economy. CBO 
projects that, with just chose original caps in place, di.scre- 
tionary spending would equal 5.8 percent of GDP in 
2023; by comparison, the lowest share for discredonarv'' 
spending in any year since 1962 {the earliest year for 
which such data have been reported) was 6.2 percent in 
1 999. (Overall federal .spending would be a latter share 
of GDP than its average during the past 40 years because 
of increased spending on .Social Security, Medicare, 
Medicaid, health care sub.sidics for low-income people, 
and interest payments on the debt.) Because the 


allocation of discretionary spending is determined by 
annual appropriation acts, lawmakers have not yet 
decided which specific governmenr services and benefits 
will be reduced or con.sirained ro meet the specified 
limits. 

Fourth, projections for the period covered in this report 
do not fully reflect long-term, budgetary pressures, 
although upward pressure on the federal debt i.s evident 
in the later years of that period. Under current law, the 
aging of the population, the rising costs of health care, 
and (he .scheduled expansion iir federal subsidies for 
health insurance will suKstaniially boost federal spending 
on .Social Security and the government’s major health care 
programs, relative to GDP, for the next 10 years and for 
decades thereafter. Unless the laws governing those pro- 
gram.s are changed — or the increased spending is accom- 
panied by corresponding reductions in other spending, 
sufTicientiy higher tax revenues, or a combination of the 
two — debt will rise sharply reiarive to GDP after 2023.* 
Deciding now what policy changes to make ro resolve 
that long-term imbalance would allow for gradual 
implementation, which would give households. 


2. Fora more tieiaiit-d <ii;,cu,s,sion ofiiic long-ccnn budgcE siaiation, 
sec Coogrcssiotial Hiulgei Olllcc. 2012 Long- Icrm Budget 
Outlook (June 2012), \v\vvv,d><',gov/pui)iic.inon.'‘)3288, r)BO has 
not yet uptlattxf its long-term projections ui rcilcct the effects of 
the American Taxpayer Relief Act (RL. 11 2-240) or other changes 
ro its 10-year projections that lum- occsiried since June 2012. 
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THE BliEWET AND ECONOMIC OUTLOOK: FiSGU. YEARS 2013 TO 2023 


Table 1-1. 

CBO’s Biiseline Budget Projections 


Total 

Actual, 2014- 2014- 



2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2018 

2023 







in BHHons of Dollars 






Revenues 

Individual income taxes 

1,132 

1,264 

1,355 

1,540 

1,674 

1,810 

1,929 

2,040 

2,158 

2,282 

2,412 

2,548 

8,308 

19,747 

Social insurance taxes 

845 

953 

1,021 

1,068 

1,129 

i,m 

1,256 

1,314 

1,372 

1,433 

1,498 

1,565 

5,670 

12,852 

Corporate income taxes 

242 

251 

356 

448 

489 

511 

512 

498 

492 

493 

499 

506 

2,317 

4,805 

Other 

229 

241 

270 

317 

299 

249 

239 

249 

258 

288 

326 

342 

1,374 

2,837 

Total 

2,449 

2,708 

3,003 

3,373 

3,591 

3,765 

3,937 

4,101 

4,279 

4,496 

4,734 

4,961 

17,669 

40,241 

On-budget 

1,880 

2,038 

2,271 

2,607 

2,779 

2,904 

3,029 

3,149 

3,285 

3,457 

3,651 

3,832 

13,589 

30,963 

Off-budgef 

570 

670 

732 

766 

812 

862 

908 

952 

995 

1,039 

1,084 

1,129 

4,080 

9,278 

Outlays 

Mandatory 

2,031 

2,116 

2,205 

2,342 

2,535 

2,655 

2,768 

2,924 

3,087 

3,263 

3,501 

3,658 

12,504 

28,938 

Discretionary 

1,285 

1,213 

1,170 

1,189 

1,209 

1,233 

1,257 

1,293 

1,324 

1,356 

1,396 

1,424 

6,059 

12,852 

Net interest 

223 

224 

243 

272 

323 

412 

5U 

593 

667 

730 

795 

857 

1,767 

5,410 

Total 

3,538 

3,553 

3,618 

3,803 

4,067 

4,300 

4,542 

4,811 

5,078 

5,350 

5,691 

5,939 20,330 

47,199 

On-budget 

3,031 

2.910 

2.901 

3,039 

3,255 

3.437 

3,627 

3,842 

4,048 

4,256 

4,529 

4,704 

16,259 

37,637 

Off-budget® 

508 

643 

717 

763 

812 

864 

915 

969 

1,030 

1,094 

1,162 

1,235 

4,071 

9,562 

Deficit (-) or Surplus 

-1,089 

-845 

-616 

-430 

-476 

-535 

-605 

-710 

-798 

-854 

-957 

-978 

'2,661 

-6,958 

On-budget 

-i,151 

-872 

-630 

-433 

-476 

-533 

•598 

-693 

-763 

-799 

-878 

-872 

-2,670 

-6,675 

Off-budget® 

62 

27 

14 

3 

* 

-2 

-6 

-17 

-35 

•55 

-79 

•106 

9 

-283 

Debt Held by the Public 

11,280 

12,229 

12,937 

13,462 

14,025 

14.642 

15,316 

16,092 

16,957 

17,876 

18,902 

19,944 

n.a. 

n.a. 

Memorandum: 

Gross Domestic Product 

15,549 

16,034 

16,646 

17,632 

18,792 

19,959 

20,943 

21,890 

22,854 

23,842 

24,858 

25,910 

93,972 

213,326 


As a Percentage of Gross Domestic Product 


Revenues 


Individual income taxes 

7.3 

7,9 

ai 

a? 

8.9 

9.1 

9.2 

9.3 

9.4 

9.6 

9.7 

9.8 

8.8 

9.3 

Social Insurance taxes 

5.4 

5,9 

6.1 

6.1 

6.0 

6.0 

6.0 

6.0 

6.0 

6.0 

6,0 

6,0 

6.0 

6,0 

Corporate Income taxes 

1.6 

1.6 

2.1 

2.5 

2.6 

2.6 

14 

13 

12 

11 

10 

10 

15 

13 

Other 

1,5 

1.5 

1.6 

1.8 

1.6 

1.2 

1.1 

1.1 

1.1 

1.2 

1,3 

1,3 

1.5 

1.3 

Total 

15.8 

16.9 

18.0 

19.1 

19.1 

18.9 

18.8 

18.7 

18.7 

18.9 

19.0 

19.1 

18.8 

18.9 

On-budget 

12,1 

12.7 

13.6 

14.8 

14.8 

14.5 

14.S 

14.4 

14.4 

14,5 

14,7 

14,8 

14.5 

14.5 

Off-budget® 

3.7 

4.2 

4.4 

4.3 

4.3 

4,3 

4.3 

4.3 

4.4 

4,4 

4,4 

4.4 

4.3 

4,3 

(^tlays 















Mandatory 

13,1 

13.2 

13.2 

B.3 

13.5 

B.3 

B.2 

B.4 

B.5 

B.7 

14,1 

14.1 

B.3 

13.6 

Discretionary 

8.3 

7.6 

7.0 

6.7 

6-4 

6.2 

6.0 

5.9 

5.8 

5.7 

5.6 

5.5 

6.4 

6.0 

Net interest 

1.4 

1.4 

L5 

1.5 

1.7 

11 

15 

17 

19 

3,1 

3,2 

3,3 

1.9 

15 

Total 

22.8 

22.2 

21.7 

21.6 

21.6 

21.5 

21.7 

22.0 

22.2 

22.4 

22.9 

22.9 

21.6 

22.1 

On-budget 

19.5 

18.2 

17.4 

17.2 

17,3 

17.2 

17.3 

17.6 

U.7 

17,8 

18.2 

ia2 

17.3 

17.6 

Off-budgef 

3.3 

4.0 

4.3 

4.3 

4.3 

4.3 

4.4 

4.4 

4.5 

4.6 

4.7 

4.8 

4.3 

4.5 

Deficit (-)or &irplus 

-7.0 

-5.3 

-3.7 

-2.4 

-2.5 

-2.7 

-2.9 

-3.2 

-3.5 

-3.6 

-3.8 

-3.8 

-2.8 

-3.3 

On-budget 

■7.4 

•5,4 

-3.8 

'2.5 

•2.5 

•2.7 

-19 

-3.2 

-3.3 

-3.3 

-3.5 

-3.4 

-2.8 

-3.1 

Off-budget® 

0.4 

0,2 

0.1 

** 

** 

** 

** 

-0.1 

-0.2 

-0.2 

■0,3 

-0.4 

** 

-0.1 

Debt Held by the Public 

72.5 

76.3 

77.7 

76.3 

74.6 

73.4 

73.1 

73.5 

74.2 

75.0 

76.0 

77.0 

n.a. 

n.a. 


Source: Congressional Budget Office. 

Note: * = between -$500 million and zero; n.a. = not applicable; ** = between -0.05 percent and 0.05 percent. 

a. The revenues and outlays of the Social Security trust funds and the net cash flow of the Postal Service are classified as off-budget 
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businesses, and srare and local governments time to plan 
and adjust their behavior. 

The baseline budget outlook has changed substantially 
from the projections that CBO published in August 
2012.' At chat time, deficits projected undercurrent law 
totaled $2.3 trillion for rhe 201.3-2022 period, or 
1 . i percent of GDP. They arc now S4.6 trillion larger. 
The majority of the increase in projected deficits stems 
from enactment of the American Taxpayer Relief Act of 
2012 (PL. 1 12-240) (see Box 1-1). Most of that effect 
results from reductions in revenues stemming from three 
types of changes: 

■ The permanent extension of lower rax rates for 
income below certain thresholds and other tax 
provisions originally ejiacted in 2001 and 2003, 

■ The permanent limit on rhe reach of the alternative 
minimum tax (AMT), and 

■ The temporary extension of other rax provisions that 
had expired at the end of 201 1 or 2012. 

The projections that make up CBO s baseline are not 
intended to be a forecast of budgetary outcomes. Rather, 
they arc meant 10 provide a neutral benchmark that 
policymakers can use to asses,s the potential effects of 
policy decisions, Although CBOs baseline does not 
incorporate potential changes in law, thi,s chapter shows 
how some alternatives would affect the budget over the 
next 10 years. For example, under CBO’s baseline, fund- 
ing for overseas contingency operations — that is, military 
operations and related activities in Afghanistan or other 
countries — is assumed to continue throughout the 
projection period at the level provided for 2013, with 
adjustments for inflation. Such funding has declined in 
recent years, however, so CBO has constructed a polic)' 
alternative reflecting that trend. Under that scenario, war- 
related funding would continue declining through 2015, 
rather than growing at the rate of inflation. As a result, 
the total deficit for the 2014-2023 period would be 
about S600 billion below the amounts projected in the 
baseline- In the ocher direction, if the automatic spending 
reductions pur in place by the Budget Control Act did 


3. I'or ( s previous ha.sciinf budget projeaions, see 

t.ongressional Biislget Office, An Update to the Budget and 
! < aiu- hi. ( X.tlook: )-had Year.<20l2 to 2022 (August 2012), 
\^•^s^v.cbo.i;^)^•,•'pllb!ic;^(ioll/43530. 
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not take effect, deficits would be about Si trillion higher 
over the projection period. (For more details, sec 
"Alternative Assumptions About Fiscal Policy.”) 

Key Budgetary Decisions 
Facing Lawmakers in 2013 

By changing some income tax ratc.s and making perma- 
nent changes to the AMT. among other things, the 
American laxpaycF Relief Act has reduced the uncer- 
tainty surrounding federal fiscal policy. Nevertheless, 
many key budget issues remain unresolved. 

Over the next few months, lawmakers will face three 
significant budgetary deadlines: 

■ Automatic spending reductions scheduled to be 
implemented at rhe beginning of March; 

■ The expiration in late March oFa continuing 
resolution that provides operational funding for 
much of the federal government; and 

■ The statutory limit on federal debt, temporarily 
removed, which takes effect again in mid-May. 

In addition, lawmakers still face the longer-term budget 
issues po,scd by the large current and projected federal 
debt and the Implications of rising health care costs and 
the aging population. 

Automatic Spending Reductions 

The provisions of the Budget Control Act that estab- 
lished automatic procedures to restrain discretionary and 
mandatory spending virc set to take effect on March I. ; 
if fully implemented, they will reduce total funding in 
2013 by S85 billion. (The American Taxpayer Relief 
Act delayed the reduction by two months and reduced 
it by S24 billion.) CBO estimates that, in 2013, discre- 
tionary funding (which is provided through annual 
appropriations) will decline by $71 billion and funding 
for memdacory programs (which is not subject to annual 
appropriations) will be reduced by $14 billion, as a result 
of those procedures. By CBOs estimate, budgetary 
resources for defense (orher than spending for military 
personnel) will be cut by around 8 percent across the 
board, and nondefense funding that is subject to the 
automatic reductions will be cut by between 5 percenr 
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and 6 percent (see Table 1-2 on page 14).“* According 
to that estimate, discretionary outlays will drop by 
S35 billion and mandatory spending will be reduced by 
S9 billion this year as a direct result of those procedures; 
additional reductions in outlays attributable to the cuK in 
2013 funding will occur in later yearsd The deficit 
for 2013 will depend in part on whether those cuts are 
allowed to take place, are canceled (in whole or in part), 
or arc replaced with other measures designed to reduce 
the deficit. 

Continuing Resolution 

Federal agencies are now operating under the Continuing 
Appropriations Resolution, 2013 (RL. 1 12-175). which 
set discretionary funding for 2013 at an annual rare of 
$ 1 .047 trillion, the sum of the caps established by the 
Budget Control Act (before the American Taxpayer Relief 
Act reduced the caps by S4 billion). That funding will 
expire on March 27, although following the rules in the 
Balanced Budget and Emergency Deficit Control Act of 
1985, CBOs baseline incorporates the assumption that 
such funding will be extended at the current amount 
for the remainder of the fi.scai year. If no additional 
appropriations are provided, nonessentia! functions of 
the government will cease operations after March 27. If 
final appropriations differ from those provided in the 
continuing resolution, CKO’s projections ofdiscrctionary 
outlay.s will be affected for 2013 and future years. 

Statutory Limit on Federal Debt 

Until recently, the amount of debt that the Department 
of the Treasury could issue to the public and to other 
government accounts wa,s capped at $16,394 trillion: that 
limit wa.s reached at the end of December 2012. At char 
rime, the Treasury began using what arc known as 
extraordinary measures for managing cash and borrowing 
in order to continue funding the operations of the federal 
government. Lawmakers have recently su.spendcd the 


4. Tile siv.c of those automatic reductions will be determined by the 
Office of Management and Budget, which has not yet indicated 
what they wiil be. Mo.sr large nondefense program-s (including, for 
example, Social Security, Medicaid, unemployment compensa- 
tion, and veterans’ benefits) are exempted from tho.se cuts, and the 
rcductio.n in Medicare is limited to 2 percent. 

5. According to ihe rules for .scciuc-scration, reductions in Medicare 
will begin in the month aher the .sequestration order is is.sued, 
tliereby delaying some of the effect on outlays until the following 
fiscal year, in addition, discretionary funding in subsequent years 
will be cm by roughly S90 hilhon annually a.s a result of the 
automatic reductions. 


limitation on borrowing through May 18, 2013, and on 
May 19, the existing debt limit will be raised by the 
amount of borrowing that occurred while the limitation 
was suspended (that is, from early February to May 18). 
If no further action is taken before May 1 9, the 'Ifeasury 
wdll once again resort to extraordinary measures to allow 
the government to continue operating normally. To avoid 
defaulting on the federal government’s obligations, 
including possibly defaulting on the government’s debt 
obli^tions, the debt ceiling wiil need to be adjusted 
before those extraordinary measures are exhausted later 
in the year. 

Budgetary Outcomes in 2012 and the 
Outlook for 2013 

In fiscal year 20 1 2, the budget deficit totaled $1.1 trii- 
lion — $206 billion le.ss than the shortfall recorded in 
2011. As a percentage of GDP, the deficit declined from 
8.7 percent in 201 1 to 7.0 percent in 2012. Under cur- 
rent law', the budget shortfall will decline again in 2013, 
to $845 billion, or 5.3 percenr of GDP, CBO estimates. 

Revenues 

Federal revenues increased by $147 billion (or 6 percent) 
in 2012, and they are projected to grow by $259 billion 
(or 1 1 percent) in 2013. If current laws remain the same, 
CBO estimates, revenues in 2013 will equal $2.7 trillion, 
or 16.9 percent ofGDP, higher rhati the 15.8 percent of 
GDP recorded in 2012 and the highest percentage since 
2008, although still below the average of about 18 per- 
cent ofGDP over the past 40 years. The increase in 
revenues as a share of GDP expected for 2013 results 
largely from increases in payroll tax races for all workers 
and individual income tax rates for upper incomes. 

In 2012, receipts from corporate income taxes accounted 
for a large part of the increase in total rev'enues, rising by 
$61 billion (or 34 percent). Most of the gain resulted 
from changes in tax rules, notably a reduction between 
2011 and 2012 in the portion of investments in equip- 
ment that businesses could deduct from their taxes in the 
year those investments w-ere made. Receipts from individ- 
ual income taxes ro.se by $41 billion (or 4 percent), and 
receipts from social insurance taxes rose by S27 billion 
(or 3 percent). Much of those gains resulted from 
increases in wages and salaries, which grew by about 
3 percent last year. Receipts from other sources increased 
by $18 billio.n, mainly because of higher collections of 
estate and gift taxes and excise raxes. 








permanently exVeiKied 


! h< t ons^it st0fwl Bud^ecOiFi' 
sCiiff bfthi loint Comiinttee on 
escinuitc iliat, relative to laws in 
Jul d. i n.ic tmem of the Aineric. 
Act v\il! add $-4,0 trillion to fed< 
201 i~2022 period (see the tabl< 
linn .nnoiinr— S3.9 trillion — wi 
'jeJetenston of rkk provisions; Och 


limit on those rates for most taxpayers and raised th 
cop rate on dividends and e-apiud gains to 20 percen 
for high-incoine taxpayers. Separately, the kw pci mi 
ncnily extended the estate and gilr rax rules tn effect 
iB 2012, although with a higher top tax rate of 
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Ivilccts ou the Deficit of the American Taxpayer RcHef Act of 2012 


(Biiiions of dollars) 


Extensions of Jax'Provision's : 
Unemployment Compensation 
Medicare and Other Health Care Progran^s® 
Other Provisions , , , 

Total Change irv the Deficit 


Source: Congressional Budget Office. . a ' 

Notes: Wegative numbers indicate ah increase in the deficftr posfti^namba^-'indiotea decrease.ifi ni. 

. '■*!^.*'/ftetween'-$500 million andzero, ■ 

a, The estimate shovvnin this table corrects an error in.CBO's orlginaTcost estimate for the iegisfation. which shc.'.eda net cost of 
$1.7 billion, instead of theSl billion net cost shown, here, ovathe 2013^2022 period in the line laoeied ' Subtolal. Title ;VT.i.;. .v 
. ' Estimated Outlays.” See Congressional Budget Office,.a>st estlmate:ft»’-H;R.-8, the American Taxpayer Relief Act.of , 2012 {as:::: :::.v 
./■'passed by :th^::S:^natfi';qn; January^ 

s^30 billion cost of those* piovision.s was mostly oftH*t 
by other change.s to Medicare and oilier federal 
health care programs. The largest offsetting savings 
come From reductions in Medicares payment iaTc,s . 
ftir inpatient hospital and dialysis services and from a 
reaction tn Medicajd s payments to states for hospi- 
a disproportionate share of Medicaid 
.{i^lenK^and patients who have no health insurance. 

also delayed and reduced the amount of 
the aittomatic spending reductions required b)' die 
Budget Control Act of 2011. Those reductions are 
now scheduled to take effect on March I, rather than 
on January 1 , and fhe amount of the reductions in 
budget authority was reduced by J524 billion. In addi- 
tion, the law permir.s individuals to convert balances 
in tax-deferred 401 (k) and similar employmctii-based 
retirement accounts into Roth accounts. Such con- 
versions will result in laxc-s bang paid earlier than 
otherwise would be, ir'crca'-ing revenues b) 

$12 billion through 2022, |Cr esrimafcs. but rcduc- 
ihgrcvenues beyond 2022. 'lakci* together, those 
/provisions w'ill increase deficits by an csrimaicd 
:Si'2:bilIibn over fiscal years 201 3 thixmgh 2023. 


Several tax provisions exicndcd by the new law 
through calendar year 201 3;luid expired at the end of : 
calendar year 2011. Some of those, including the 
research and experimentation tax credit, have ftui- • \ ; 
rinely been extended in the past. The law also •' - ‘ 
extended for one year a tax provision that allows ‘ ‘ 

businesses to imrac’diatciy deduct 30 percent of nc\v 
inve.strnents in equipment. 

Changes to Other Provisions ' 

compensation for a year, allowing certain people who 
havC'becn unemployed for a long time to receive beti^:; 
;efiffi:thrqvigB/Pecehiljef;20f3^:'Thsit 
estimated cost of $30 billion.' ' • , • 


'fhe law prevented Medicare’s jwyments to physicians 
. from . being, eutdjy as prior la.w.r-.y'yA: 

through December 

'20't'3, 'payment rates.will 'remain at 'amounts' iii.'effect) 
.in:20:1.2.::T:iie law also postpones rediictions' in . y/y; 
Medicare's payments for several other types of ser-v v: / 
vices; indud,ing ambulance 'scrviccsand-.speechv.:::-: 
phA'sic.il, and.tjccuparional therapy, '‘rhe estimated.. : . 
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Table 1-2. 



CBO s Estimates of Automatic Spending Reductions for 201.5 



Reduction in Budgetary Resources 

Percentage 


(Billions of dollars) 

Reduction 

Defense 

Discretionary 

42.7 

7.9 

Mandatory 

* 

7.8 

Total 

42.7 

7,9 

Nondefense 

Discretionary 

28.7 

5,3 

Mandatory 

Medicare spending subject to 2 percent limit® 

9.9 

2.0 

Other 

4.0 

5.8 

Total 

42.7 

4,6 


Source; Congressional Budget Office. 


Notes: Budgetary resources subject to sequestration include new budget authority, unobligated balances for defense programs, and direct 
spending authority. 

These estimates use CBO’s baseline projections for 2013 as a basis for allocating the reductions among categories. However, the 
Office of Management and Budget will make the official calculations, using its own numbers; as a result, the actual percentage 
reductions could differ from those shown here by a few tenths of a percentage point in either direction. 

* = between zero and $50 million. 

a. The sequestration cannot exceed 2 percent for payments made for individual services covered under Medicare Part A (Hospital Insurance) 
and Part 8 (Medical Insurance) and monthly contractual payments for Part C (Medicare Advantage plans) and Part D (prescription drug 
benefit plans). According to the rules for sequestration, reductions in Medicare will begin in the month after the sequestration order is 
issued, thereby delaying some of the effect on outlays until the following fiscal year. 


in 2013, CBO expects that revenues will increase at a 
Taster pace, mostly as a result of robust increases in 
receipt, s from individual income and social insurance 
taxes. Receipts from individual income taxes are antici- 
pated to ri,se by .'hl3i billion, (or 12 percent). Just under 
half of the increase is from changes in tax provi.sions, 
including increa.ses in income tax rates and a new surtax 
on investment income, both affecting certain high- 
income taxpayers, beginning in January 2013. in addi- 
tion, .shifting of income — such as capital gains realiza- 
tions from stock and other as.set sales, wages and salaries, 
and dividends — mainly from calendar year 2013 into late 
2012 in anticipation of cho.se race changes (and in antici- 
pation of possible rate changes chat did not ultimately 
occur) is expected to incrca.se revenues in fiscal year 2013 
and reduce them in 2014, when some of the taxes on that 
income would have been paid/' The ocher, slightly larger 
part of the expected gain in 2013 stem.s from increases in 


6. T he- .shiftiiii; of income will reduce revenues over time by moving 
the income imo .i year with lower tax rates. CBO estimates that 
the unwe .significant shitting of revenues between those two years 
occurred for capital gain.s rcaiization.s: the revenue effects from 
.shifts in wages and salarie.s occur largely within fi.scal year 201.3. 


wages and .salaries, capital gains realizations (apart from 
the eftcers of the changing rax rates), and retirement and. 
other types of income. 

Receipts from social insurance taxes in 2013 are expected 
to increase by $108 billion (or 13 percent), mainly 
because of the expiration of the 2 percentage-point 
reduction in the employee’s portion of the Social Security 
payroll rax rate that was in effect in calendar years 201 1 
arid 2012. 

(>)rpoi-ace income tax receipts are estimated to ri.se by 
$9 billion (or 4 f>ercenc) in 2013 because of an increase in 
the average rax rate on domestic economic profits (the 
profits themselves arc anticipated to be about the same as 
in 2012). 

Outlays 

In 2012, federal spending dropped by .S60 billion (or 
1.7 percent) from its 201 1 mark to an amount slightly 
above $3.3 trillion. However, chat decline occurred in 
part because about $30 billion in payments chat ordinar- 
ily would have been made oti October 1, 201 1 (which 
fell on a weekend), were .shifted into September 201 1 
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(and thus into the previous fiscal year). Had the shift 
not occurred, outlays in fiscal year 2012 would have been 
about the same as in fiscal year 2011. That result stands 
in marked contrast to most of the past det^ade; in 7 out of 
10 years, federal outlays increased by more than 6 percent 
from the year before. 

CBO estimates that outlays in 2013 will total $3.35 tril- 
lion, within 0.4 percent of outlays recorded in 2012. As a 
percentage of GDP, outlays will fall slightly, according to 
CBO’s estimates, from 22.8 percent in 2012 to 22.2 per- 
cent — a share that is still larger than in any war between 

1986 and 2008. 

Mandator)’ Spending. Spending for mandatory programs 
changed litdc in 201 2, increasing by just 0.5 percent, or 
SlO billion. Wirhour the shift of about $27 billion in cer- 
tain payments from 2012 into 2011. howc\'cr, mandatory 
outlays would have risen by 3 percent, or $63 billion. 
{.Mandatory outlays grew at an average annual rate of 
about 7 percent between 2002 and 2011.) Mandatory 
spending (adjusted for that sliift of payments) is projected 
CO increase by 3 percent again in 2013. 

The Troubled Asset Relief Program. The largest change in 
mandatory .spending in 201.2 \va.s for the Troubled A.sset 
Relief Program (’.PARP). By law, the co.sis of investments 
made under that program are esvimated a.s the present 
value of anticipated net outlays, calculated using a dis- 
count rate that incorporates market risk.’ The estimates 
are adjusted annually to account, for an updared valuation 
of the cash flows associated with the program. In 2012, 
the estimated costs of the program's transactions made 
in earlier years were revi.sed upward by S21 billion. In 
addition, the TARP recorded .$3 billion in new spending, 
primarily for mortgage assistance, thus pu.shing outlays 
for the program to about $25 billion in 2012. That total 
is $62 billion more than the outlays recorded for 2()i 1, 
when a $58 billion downward revision of previous esti- 
mates and $21 billion in new spending caused the Trea- 
sury to record negative outlays of $37 billion for the 
program. This year, CBO anticipates, the net effect of the 
'I’ARP will be to reduce the budget deficit by $13 billion, 
largely because the Treasury sold its .shares of AIG stock at 
prices chat were significantly higher than previously antic- 
ipated (sec Tabic 1 -3). That figure would be $38 billion 
less chan the $25 biiiion net cost recorded for 2012.'* 


i’rc’setu vali.it’ is ;! single number that t'xprcs.scs a flow of current 
;ind future income (or paymems) in terms of an equivalent lump 
sum received (or paid) today. 
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Social Security. Social Security oudays grew by $43 billion 
(or6 percent) in fiscal year 2012, primarily because bene- 
ficiaries received a 3.6 percent cosr-of-living adjusement 
in januarv' 2012 (which applied to thrce-cjuarters of the 
fiscal year; there was no increase the previous year). In 
addition, the number of people receiving benefits grew by 
2.5 percent. That cost-of-living adjustment al.so boosted 
benefits in the first quarter of fiscal year 2013; this Janu- 
ary's cosr-of-living adjustment was smaller (1.7 percent), 
as is the estimated increase in the number of beneficiaries 
(2.4 percent). All told, outlays are projected to increase by 
the same amount — .$4.3 billion — in 20 i 3 as they did in 
2012. 

Medicare. Net out!ay.s for Medicare (excluding rhe efleers 
of the shift in the timing of the first scheduled payments 
to health plans from fiscal year 2012 inro fiscal year 
201 1) grew' by 3 percent (or $16 billion) in 2012 — a 
slower rate of growth than any recorded since 2000. 

Medicare's outlays will increitsc by 4 percent (or 
$2! billion) in 2013. CBO estiniiUes. {’J’ho.se amounts 
are net of receipts from premiums paid by rhe programs 
beneficiaries.) 

Unemployment. Compensation. The Ivargcst: decline in 
spending in 2012 was for unemployment compensation. 

The number of people receiving first-time payments of 
regular unemployment benefits, which peaked in 2009 
at 14.4 million, continued to fall in 2012, totaling 
8.7 million. As a result, outlays for unemploymenr com- 
pensation dropped by $26 billion last year, to $93 billion. 

The decline is expected to continue — to $76 billion in 
2013 — as fewer of the long-term unemployed will be in 
states chat qualify to provide the maximum number of 
weeks of emergency and extended unemploymenr 
benefits.^ 


8. CBO now e$!'tmates ihai die I'ARP will cost .$22 billion 
(excluduig admini.strativc co.sts) over its lii'ciinie. 

9. Emergency imcmploymciu benefits ;ii:e currently :iv:iijable 
chrongh December 2013- The nuxinnim mirnber of weeks that 
the long-term unemploycxi cars receive benefit.^ dtpcitcis on the 
unemploymenr rate of the stare in which they worked. Under 
current law, a state mu.st h.wc an unemplovmem rate at or above 
9 percent in order to provide benefits for the ma.\iinum number 
of weeks under that program. I he payment of extended benefits 
also requires a state's uncmploynmin rate k.' lie relatively high. I'or 
example, in order to provide extended benetiis, a state’s unem- 
ployment rate must nor only exceed a certiun threslioid but it 
must be rising relative to recent unempkiynteut rates isi chat state. 
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Table 1-3. 

MancUiton Outlays Projected in CBO’s Baseline 

(Billions of dollars} 

Total 

Actual, 2014- 2014- 



2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2018 

2023 

Social Security 

Old-Age and Survivors Insurance 

632 

668 

m 

747 

792 

841 

894 

951 

1,013 

1,075 

1,140 

1,209 

3,979 

9,368 

Disability Insurance 

136 

142 

148 

155 

161 

167 

173 

179 

186 

195 

204 

214 

804 

1,781 

Subtotal 

768 

810 

854 

902 

953 

1,0<» 

1,067 

1,130 

1,199 

1,270 

1,344 

1,423 

4,783 

11,149 

Healtb Care Programs 

Medicare^ 

551 

592 

605 

627 

680 

706 

741 

811 

867 

928 

1,024 

1,079 

3,360 

8,070 

Medicaid 

251 

265 

297 

331 

372 

399 

422 

449 

476 

505 

536 

572 

1,821 

4,360 

Health insurance subsidies, 

exchanges, and related spending 

* 

1 

21 

42 

74 

95 

106 

111 

115 

122 

128 

134 

339 

949 

MERHCF 

9 

9 

9 

10 

10 

11 

12 

13 

13 

14 

15 

16 

52 

124 

Children's Health Insurance Program 

9 

9 

13 

14 

8 

6 

6 

6 

6 

6 

6 

6 

47 

75 

Other 

6 

8 

6 

25 

23 

29 

26 

28 

30 

32 

35 

38 

109 

272 
















Subtotal" 

825 

885 

951 

1,049 

1,168 

1,246 

1,314 

1,417 

1,508 

1,608 

1,744 

1,845 

5,727 

13,850 


Income Securily 


Supplemental Nutrition Assistance Program 

80 

82 

80 

79 

79 

78 

76 

75 

74 

73 

73 

73 

392 

760 

Supplemental Security Income 

47 

53 

55 

56 

63 

59 

56 

63 

64 

66 

74 

70 

289 

626 

Unemployment compensation 

93 

76 

53 

46 

43 

42 

43 

46 

50 

53 

57 

59 

227 

492 

Earned income and child tax credits 

77 

80 

83 

84 

83 

83 

84 

73 

74 

75 

77 

78 

417 

794 

Family support" 

24 

25 

25 

25 

25 

25 

25 

25 

25 

25 

25 

25 

123 

248 

Child nutrition 

19 

21 

22 

22 

23 

24 

25 

26 

27 

28 

29 

30 

117 

257 

Foster care 

7 

7 

7 

7 

7 

7 

7 

8 

8 

8 

8 

8 

36 

76 

Miscellaneous tax credits" 

7 

6 

6 

6 

6 

6 

7 

0 

0 

0 

0 

0 

31 

31 
















Subtotal 

354 

349 

330 

325 

330 

325 

323 

315 

322 

329 

342 

344 

1,633 

3,285 

Federal Civilian and Military Retirement 

Civilian'’ 

87 

89 

92 

94 

98 

101 

104 

108 

112 

115 

119 

122 

489 

1,065 

Military 

49 

54 

56 

57 

63 

61 

58 

64 

66 

68 

75 

72 

294 

638 

Other 

7 

7 

7 

6 

7 

7 

8 

9 

9 

10 

10 

10 

35 

83 
















Subtotal 

143 

150 

154 

158 

167 

169 

170 

181 

187 

193 

204 

205 

8],8 

1,786 

Veterans® 

Income security 

56 

65 

70 

72 

81 

78 

74 

82 

83 

84 

92 

86 

375 

801 

Otlier 

12 

13 

13 

13 

14 

14 

15 

16 

17 

17 

19 

19 

69 

157 
















Subtotal 

68 

78 

83 

85 

95 

92 

88 

98 

100 

101 

111 

105 

444 

958 

Other Programs 

Agriculture 

12 

23 

15 

16 

16 

16 

15 

16 

16 

16 

16 

16 

78 

158 

Troubled Asset Relief Program 

25 

•13 

3 

2 

1 

1 

* 

* 

* 

* 

0 

0 

7 

7 

Higher education 

-19 

-18 

-22 

-20 

-12 

-3 

3 

4 

4 

3 

3 

3 

-54 

-36 

Deposit insurance 

7 

7 

-9 

-10 

•11 

-12 

-13 

•18 

•18 

-13 

-14 

-15 

•54 

■131 

Other 

57 

47 

56 

54 

56 

56 

54 

54 

53 

53 

60 

60 

277 

558 

Subtotal 

82 

48 

43 

42 

51 

58 

60 

56 

55 

60 

66 

65 

254 

556 


Continued 
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, -V . . 'x m CECILS Baseline 

(Btliions of dollars) 

Total 

Actual, 2014- 2014- 

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2018 2023 


Offsetting Receipts 


Medicare' 

-85 


-96 

-97 

-102 

-lU 

-121 

-131 

-139 

-149 

-162 

-176 

-527 

-1,285 

Federal share of federal employees' 
retirement 















Social Security 

-16 

-16 

-16 

-17 

-18 

-18 

-19 

-20 

-21 

-21 

-22 

•23 

•88 

-195 

Military redrement 

-22 

-a 

-21 

-a 

-22 

-23 

-24 

-25 

'26 

-27 

-28 

-29 

-111 

-243 

Civil service retirement and other 

-30 

-29 

-30 

-31 

-32 

-33 

-34 

-35 

-37 

-38 

■40 

•41 

-159 

-351 

Subtotal 

-67 

-66 

-67 

-69 

-a 

-74 

-77 

-so 

-83 

-86 

-89 

■93 

■358 

-789 

Receipts related to natural resources 

-13 

-15 

■14 

-14 

-15 

-14 

-15 

•19 

-17 

-18 

-18 

■18 

'73 

-164 

MERHCF 

-11 

-9 

-9 

-9 

-10 

-10 

-11 

-12 

■12 

-13 

-14 

-14 

-49 

•114 

Other 

-33 

-25 

•23 

-29 

-32 

-34 

-30 

-31 

-31 

■32 

-27 

■27 

-148 

•295 

Subtotal 

-209 

-205 

-209 

- a 9 

-230 

-243 

-255 

-273 

•282 

•298 

-310 

■328 

-1,154 

•2,646 

Total 

2,031 2,116 2,205 2,342 2,535 2,655 2,768 2,924 3,087 3,263 3,501 3,658 12,504 28,938 

Memorandum: 

Mandatory Spending Excluding 

Offsetting Receipts 

2,240 

2,321 

2,414 

2,560 

2,765 

2,897 

3,022 

3,197 

3,369 

3,561 

3,812 

3,986 

13,659 

31,584 

Medicare pending Net of 

Offsetdng Receipts 

466 

502 

509 

529 

578 

596 

620 

680 

728 

779 

862 

903 

2,833 

6,785 

Spending for Major Health Care Programs 

Net of Offsetting Receipts" 

726 

778 

840 

917 

1,033 

1,095 

1,154 

1,246 

1,325 

1,412 

1,532 

1,615 

5,039 

12,169 


Source: Congressional Budget Office. 

Notes: Data on spending for benefit programs in this table generally exclude administrative costs, which are discretionary, 

* = between zero and $500 million; MERHCF = Department of Defense Medicare-Eligible Retiree Health Care Fund {including 
TRICARE for Life). 


a. Excludes offsetting receipts from premium payments and from payments by states from savings on Medicaid’s prescription drug costs. 

b. Includes Temporary Assistance for Needy Families and various programs that involve payments to states for child support enforcement 
and family support, child care entitlements, and research to benefit children. 

c. Includes outlays for the American Opportunity Tax Credit, the first-time homebuyer credit, and other tax credits. 

d. Includes Civil Service, Foreign Service, Coast Guard, and other, smaller retirement programs as well as annuitants’ health care benefits. 

e. Income security includes veterans’ compensation, pensions, and life insurance programs. Other benefits are primarily education 
subsidies. 

f. Includes Medicare premiums and amounts paid by states from savings on Medicaid’s prescription drug costs. 

g. Includes Medicare (net of receipts from premiums), Medicaid, the Children's Health Insurance Program, and subsidies offered through 
new health insurance exchanges and related spending. 


Medicaid. Medicaid .spending also declined in 2012 — by 
S24 billion (or 9 percent) — primarily because a tempo- 
rary increase in the federal share of the program’s costs 
expired in June 2011. That increase initially took effect in 
2009 under the American Recovery and Reinvestment 
Act of 2009 (ARRA, PL. 111-5) and w-as extended in 


modified form through June 201 1 ; it was therefore not in 
place in fiscal year 2012. In 2013, Medicaid outlays will 
increase by Si 5 billion (or 6 percent), CBO estimates. 

The Making Work Pay Tax Credit. This refundable tax 
credit (which expired at the end of December 2010) 


17 
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amounted to 6.2 percent of an eligible individuals earned 
income for tax years 2009 and 2010 (up to a maximum 
of sMOO for individuals or S800 for joint filers). Because 
it was refundable, any portion that exceeded an individ- 
ual's tax liability was paid to that person and recorded as 
an outlay in the budget. Because the credit expired, its 
associated outlays fell by $14 billion between fiscal year 
201 ] and fiscal year 2012. 

Other Mandatory Spending. Spending for all other man- 
datory programs rose by $7 billion from 201 1 to 2012 
(after adjusting for the shift in certain payments). In 
201 .3, other mandatory spending is anticipated to rise 
by about $35 billion (or 8 percent), in part because of 
an increase in spending for agriculture programs 
(Si 1 billion). 

Discretionary' Spending. In fiscal year 2012, total discre- 
tionary budget authority (that is, the authority provided 
in appropriation acts to incur financial obligations that 
will result in immediate or future outlays) dropped by 
$23 billion (or 2 percent). Discretionary outlays fell by 
$62 billion (or 5 percent) in 20 1 2 — only the fourth time 
since 1962 that such outlays have fallen. The decline w'as 
divided about equally between defense and nondefensc 
outlays and .stemmed mostly from the waning of spend- 
ing from funds provided in ARRA and from a reduction 
in spending for military operations and related activities 
in Afghanistan and Iraq. 

In 201.3, discretionary budget authority is set to drop by 
another $58 biilion (or 5 percent) to $1,140 billion. The 
automatic spending reductions put in place by the Bud- 
get Control Act will reduce funding by $71 billion, and 
on an annualized basis, funding for war-related activities, 
primarily in Afghanistan, will fall by $27 billion in 2013, 
CB(9 estimates. Partially ofFseccing those reductions is 
$50 billion in funding provided in response to Hurricane 
Sandy. Funding for all other discretionary programs is 
$10 billion lower than in the previous year. Total discre- 
tionary outlays will fall by $72 billion (or 6 percent) in 
the current year, CBO projects. 

The caps on discretionary budget authorit)' in place for 
2013 apply to securir)- and nonsecurity categories, rather 
than to defense and nondefense categories (which apply 
for the years between 2014 and 2021).'^ Currently, the 
amount of funding provided in 2013 for each c.ategory 
exceeds the amount allowed by the caps — by $6.8 billion 
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for securir)' and by $ 1 .0 billion for nonsecurity, CBO 
estimates (see Table 1-4). 

CBO’s Baseline Budget Projections for 
2014 to 2023 

CBO constructs its baseline in accordance with provi- 
sions set forth in the Balanced Budget and Emergency 
Defictr Control Act of 1985 and the Congressional 
Budget and Impoundment Control Act of 1 974. For the 
most part, those laws require that the baseline projections 
incorporate the assumption that current laws governing 
taxes and spending in future years are hilly implemented. 

Under those assumptions, CBO projects that the budget 
deficit will continue to shrink relative to the size of the 
economy — from 3.7 percent of GDP next year to a low 
of 2.4 percent by 2015. In dollar terms, the deficit is pro- 
jected to fall roughly by half between 20 1 3 and 20 1 5. 
Beginning in 2016. the deficit is projected to increase 
again both in dollar terms and as a share of the economy, 
measuring 3.8 percent of GDP by 2023. For the 2014-- 
2023 period, revenues and outlays alike are projected to 
be above their 40-year averages as a percentage of GDP 
(see Figure 1-2). 

Under CBO’s ba.scline projections, most of the decline in 
die deficit in the next two years is the result of a projected 
significant rise in revenues, which arc estimated to 
increa-se by 25 percent between 2013 and 2015. As a 
share of GDP, revenues in the baseline rise from 16.9 per- 
cent in 2013 to 19.1 percent in 2015, resulting about 
equally from change.s in tax rules and from ocher factors 
related mainly to the strengthening economy. CBO pro- 
jects that revenues will remain at about 19 percent of 
GDP for the rest of the 10-year period. 

Ill CBO s baseline, outlays initially decline slightly as a 
percentage of GDP, from 21.7 percent in 2014 to a low 
of 21.5 percent in 2017, and then follow an upward 
trend thereafter, reaching 22.9 percent by the end of the 
decade. Because of the aging of the population, rising 


10. For fiscal year 2013, the security category comprises dLscretionary 
appropriations for the Deparemetus of Defense, Homeiaiui 
Securit)’, and Veterans Afiiiirs; the National Nuclear Scctjrity 
.Administration; the intelligence community management account 
(Treasuty account 95-040! -0-1 -054); and discretionary accounts 
related to international afiairs (budget function 150). The nonsc- 
curity catcgoiy comprises ail ocher discretionary appropriations. 
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Table 1-4. 

limits on I)iscretion;ir\ Budget Authority for 2013 


(Millions of dollars) 



S^urit/ 

Nonsecurlty^ 

Total 

Caps for 2013 in the Deficit Control Act”^ 

684,000 

359,000 

1,043,000 

Adjustments 

Overseas contingency operations' 

99,941 

0 

99,941 

Emergency 

7,015 

34,627 

41,642 

Disaster relief 

11,779 

0 

11,779 

Program integrity' 

0 

483 

483 

Total 

118,735 

35,110 

153,845 

Adjusted Caps for 2013 

802,735 

394,110 

1,196,845 

Budget Authority as Estimated by 

CBOV/hen the Legislation Was Enacted^ 

809,572 

395,133 

1,204,705 

Amount by Which Budget Authority 

Exceeds the Caps 

6,837 

1,023 

7,860 

Memorandum: 

Budget Authority in CBO's Baseline 

Excluding automatic spending reductions 

and reductions to meet the caps'^'" 

809,026 

409,900 

1,218,926 

Automatic spending reductions' 

-50,828 

-20,522 

-71,350 

Reductions to meet the caps 

-6,837 

-1,023 

-7,860 

Total 

751,361 

388,355 

1,139,716 


Source: Congressional Budget Oflice. 

a. For 2013, the security category comprises discretionary appropriations for the Departments of Defense, Homeland Security, and Veterans Affairs; 
the National Nuclear Security Administration; the intelligence community management account (Treasury account 95-0401-0-1-054); and 
discretionary accounts related to international affairs (budget function 150). The nonsecurity category comprises all other discretionary 
appropriations. 

b. The Budget Control Act of 2011 amended the Balanced Budget and Emergency Deficit Control Act of 1985 to reinstate caps on discretionary 
budget authority. The American Taxpayer Relief Act of 2012 reduced the caps on security and nonsecurity funding for 2013 by $2 billion each (and 
reduced the caps on defense and nondefense funding for 2014 by $4 billion each). In addition, automatic procedures are slated to go into effect 
on March 1 to reduce discretionary funding in 2013 by another $71,350 million, CBO estimates. 

c. This category consists of funding for war-related activities in Afghanistan or for similar activities. 

d. This category consists mostly of funding for relief and recovery from Hurricane Sandy that was designated as an emergency requirement by the 
Congress. About $5 billion in funding related to Hurricane Sandy was declared disaster relief, and about $3 billion was not declared either as an 
emergency requirement or as disaster relief. Another $0.5 billion was provided for the Social Services Block Grant program and is classified as 
mandatory spending in CBO’s baseline. 

e. For the purposes of adjustments to the cap, disaster relief refers to activities carried out pursuant to section 102(2) of the Robert T. Stafford 
Disaster Relief and Emergency Assistance Act; such activities may result from a natural disaster that causes damage of sufficient severity to 
warrant federal assistance, 

f. Program integrity initiatives identify and reduce overpayments in benefit programs, such as Disability Insurance, Supplemental Security Income, 
Medicare, Medicaid, and the Children’s Health Insurance Program. For 2013, funding for program integrity initiatives thus far has been provided 
only for Disability Insurance and Supplemental Security Income. 

g. Through March 27, 2013, federal agencies are operating under the Continuing Appropriations Resolution, 2013. The figures in this table are 
generally annualized totals based on the provisions of that law as modified by the American Taxpayer Relief Act of 2012 and the Disaster Relief 
Appropriations Act, 2013, The totals exclude the effects of the automatic spending reductions and reductions to meet this year’s caps on 
discretionary budget authority. 

h. The amount of budget authority in CBO’s baseline does not match the amount that CBO estimated when the continuing resolution was enacted, for 
two main reasons. First, nearly $20 billion in savings from changes to mandatory twograms included in the resolution was credited against 
discretionary spending when the legislation was enacted; in CBO’s baseline, those savings appear in their normal mandatory accounts. Second, 
current estimates of receipts of the Federal Housing Administration are about $4 billion higher than the amounts initially credited to the legislation. 

I. As specified in the Budget Control Act, the automatic spading reductions will be allocated between defense and nondefense spending. For this 
table, CBO has apportioned those amounts to the security and nonsecurity otegories. 
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Figure 1>2. 

lolal Revenues and Outlays 

(Percentage of gross domestic product) 

26 


Source: Congressional Budget Office. 

health care co.sts, and a .significanr expansion in eligibilin* 
for Federal subsidies For health insurance, outlays For 
Social Security and the federal government's major hcalrh 
care programs are projected to rise suKstancialiy relative to 
the size of the economy over the next 10 years. In addi- 
tion, growing debt and rising interest rare.s will boost ner 
interest paymcncs, Spending on all other program.s — in 
the aggregate — is projected to decline relative to GDI’ 
herween 201.4 and 2023, primarily because oFimproving 
economic conditions and the spending limits in current 
law. 

Revenues 

CBO projeers that, ifeurrent tax laws remain unchanged, 
revenues will rise relative to GDP over the next two years 
and then remain at about 1 9 percent of GDP through 
2023. After 2015, increases in individual income tax 
receipts relative to GDP will roughly offset projected 
declines in corporate income tax receipts and declines in 
remitcance.s from the I'cderai Reserve as a .share of GDP 

Individual Income Taxes. C'BO projects that, under cur- 
rent law, individual income tax receipts will rise from 
Si. 3 trillion this year to S2.5 trillion in 2023 — or from 
7.9 percent to 9.8 percent ofCiDP. The projected 
increa-se in receipts relative to the economy in CBO's 
baseline reneevs real (inflation-adjusted) bracket creep, 
the economic expansion, recent and .scheduled changes in 
rax provisions, and other factors, in previous ba.seiines. 


CBO had projected that tho.se receipts would increa.se to 
a much higher percentage of Gi')P by the early part of 
the next decade, but the American Taxpayer Relief Act’s 
permanent extension of most of the expiring income 
tax reductions has significantly reduced the amount of 
revenues anricipated. under current law. 

Rea! Bracket Creep. Increases in real income will push 
more income into higher tax brackets, which boosts 
revenues relative to GDP in CBO’s projections by 
0.9 percentage points over the next decade.” 

Hconomlc Recoveiy. CBO expeers that the economic 
expansion and related factors will cause taxable incomes 
to rise faster than GDP, boosting individual income tax 
revenues as a share of GDP by about 0.4 percentage 
points over the nexr decade; most of that effect will occur 
by 2017. ('ertain components of taxable income — 
including wages and salaries, capital gains realizations, 
interest income, and proprietors’ income — declined as a 
share of GDP over the past several years, CBO expects 
that, as the economy recovers, such income will rebound 
more quickly than the economy as a whole, increasing 


1 1 . Roughly cKrcc-quancrs of that amount i.'i a longer-term cllcet ihat 
results From increases in the potential amput of the economy (that 
is, the maximum sustainable level of economic output), aiui the 
rest results from the return of output to its potential level over 
the next several years. 
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revenues as a percentage of GDI’ fFor more detail, see 
“Projections of Income” in Chaprer 2.) 

Changes in Tax Provisions. Several recent and scheduled 
changes in rax rules will, on net, increase individual 
income tax revenues as a share of GDP by 0.2 percentage 
points. CRO projeers. Most significanr arc rax rates that 
apply ro high-income individuals, which increased in 
January 2013 both because the American Taxpayer Relief 
Act did not extend the lower tax rates for those taxpayers 
and because a new surtax on investment income, enacted 
in the Affordable Care Act, takes effect in 2013. In 
addition, for certain higher-income taxpayers, the 
Anterican Taxpayer Relief Act reinstated limitations on 
the use of personal exemptions and itemized deductions. 
CBO expect-s that chose changes will increase revenues as 
a percentage of GDP in fiscal year 20 1 3 and will raise 
revenues even more, relative ro GDP. in 2014, when they 
are first in effect for a full fiscal year. That impact persists 
through the next decade in CBO's baseline projections. 

Other Factors. CBO estimates that ocher factors w’iil 
increase individual income rax revenues, measured as 
a .share of GDP, by 0.5 percentage points. Those factors 
include rapid growth in taxable distributions from 
tax-deferred retirement accounts (.such as individual 
retirement accounts and 40 Uk) plans) as the population 
ages. CBO also expects that wages and salaries of higher- 
income taxpayers will grow fa.stcr than those of other 
taxpayers, boosting average tax rates. 

Social Insurance TiUtes. CBO expects that, under current 
law, receipts from social insurance taxes (which are 
dedicated to funding Medicare, Social Security, other 
retirement programs, and unemployment benefits) will 
edge up from 5.9 percent of GDP this year to 6. 1 percent 
in 2014, and then remain at about 6.0 percent ofC’.DP 
thereafter. The principal source of the initial increase in 
revenues relative to GDP is the expiration of the payroll 
rax cut that was in effect in calendar years 201 1 and 
2012. The employee’s share of the rax was reduced by 
2 percentage points (from 6.2 percent of wages to 


12. The Affordable (lare Act comprises the Paiicni Protection and 
Affordable Cane Acr (P.L. 1 U -148) and the health care provisions 
of the Health (.'.are and Tdiicaiion Reconciliation Act of 2010 
(PL. ] ] 1-H2) and, in the ease ofrhis docimient. the effects of 
sub.secjueni related judicial decisions, .'•tattirory changes, and 
administrative .tetions. 
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4.2 percent) for those years, reducing receipts in fi.scal 
years 2011 through 2013. 

Social insurance receipts will remain stable as a percent- 
age of GDP after 2014, CBO projcct.s, reilecring the 
offsetting effects of a projected incrca,sc in wages and .sala- 
ries relative to GDP and a projected decrease in social 
insurance receipts relative to wages and .salaries. 

CBO expects that w'agcs and salaries, which have 
declined as a share of CiDP since 2009 as they have gener- 
ally over the pasr few decades, will grow faster than the 
econom\' over the next 10 years, although remaining 
below their average share of GDP in recenr deeade.s. 

Social insurance receipts, however, arc expected to decline 
relative to wages and salaries because a growing share of 
earnings is anticipated to be above the taxable maximum 
amount for .Social Security payroll taxe,s. (That amount, 
currently Si 13,700, is indexed to the growth of average 
wages.) In addirton, CBO expects receipts from 
unemployment in.surancc taxes, which include .state 
unemployment raxes, to decline to more typical levels in 
coming yeans; those taxes have been higher than norma! 
in recent years as states have rai,sed rheir tax rates and tax 
ba.ses to replenish unemployment insurance mist funds. 

Corporate Income Taxes. Under current law, receipts 
from corporate income taxes will climb .sharply relative 
to GDP over the next several years, CBO projects — from 
1 .6 percent this year to 2.5 percent in 2015 and 2.6 per- 
cent in 2016 and 2017 — before declining to 2.0 percent 
of G DP by 2023, about the average of the past 40 years. 

The average tax rate on domestic economic profits has 
been low by historical standard.s for the pasr several years. 
Temporary changes to the tax code, including provisions 
that allowed husincs-scs to accelerate rheir deductions for 
equipment purchases, have contributed. CBO projects 
that the scheduled expiration under current law of those 
and certain other tax provisions, such as the re.scarc.h and 
experimentation tax credit, will raise corporate income 
tax receipts as a share of (U9P by about 0.4 percentage 
points over the next two years. CBO expects that other 
factors contributing to the low average tax rate on domes- 
tic economic profits, such as deductions for bad debts 
(which have been high by historical standards), will 
gradually dissipate as the economy recovers, boosting 
rcA-enues, measured a.s a share of GDP, by about 
0.5 percentage points by 2015. 
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i201 and ’’022, corporate income tax receipts 
il c^>-!.ik In n o 'i linage points of GDP, CBO pro- 
,.,rs udiiviiig rlnnc n ccjf'ts to 2.0 percent of GDP in 
2n23 Mm* d^dirt. stems largely from an expected drop 
i!' l.lnI',^^Ilv Lci’.HMi'ic pivd'rrs relative to GDP, which in 
ni 'Ma* s lo-n tIk ' lang burden oi corporate interest 
p t niv '"'s. d..ptLLianon on the- larger stock of business 
caoirai. and growth n*. the share of income going to labor. 

Earnings of ilie Federal Reserve System. Income pro- 
duced bv the various activiries of the federal Reserve 
System, minus the costs of generating that income and 
the system's ojx'racions, is remitted to theTreasur)' 
ajid ctuifircd as revenue. Over the past several years, the 
f edcrai Reserve has more than tripled the size of its 
asset holdings through significant purchases of Treasury 
securities and mortgage-backed securities issued by 
Fannie Mae, Freddie Mac, and (jinnie Mae. Those 
actions caused remittances from cits' Federal Reserve to 
climb from (.),.2 percent of GDP in 2009 ro about 0.5 per- 
cent of GDP from 2010 through 2012, where they are 
expected ro remain in 2013. 

CBO expects those earnings to edge higher in 2014 and 
20! 5. to about 0.6 percent of (iDP, as i.be f'cdcrai 
Reserve further increases its holdings of Treasmy and 
mortgage-backed securities. Bevojul 2015, C'-BO expects 
remittances from tlic Federal Reserve to decline, falling to 
zero between 201 8 and 2020.* ' That drop rofieers 
expected sales ofassers by the Federal Reserve a.s the econ- 
omy grows to near its potential, which would generate 
capita! losses as intctcsi' rates rise. .Also expected is an 
increase in the federal funds rate, which would sharply 
boost the .Federal Reserve's costs of paying interest on 
reserves of depository instituti(sns.‘'' 1'he higher interest 
rates anticipated after .201 5 would initially have a limited 
effect on earnings from tile securities held by the central 
bank, because it ivouid on!y gradually purchase new 
securities earning the higher yields. 

In CBO’s baseline projections, the Federal Resers'e begins 
remittances to the Treasury again in 2021 that increase 


!,H. ['ht Fedei'iil keserve’,'; rcmitiauccs would not drop below zero. 
Riiihcr. die net losses that ('.BF) projects for 2018 and 2019 would 
be eariicd Forward .tnd nened againsi future paymenrs. 

! 'i. Tbc Icticral tiinds rate .i.s vhe interest rate that financial institutions 
I hafi.’c each other for r>verr\i”hr loans of rheir monctarv reserves. 
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thereafter, growing to 0.2 percent o.t t d )F bv 202o, 
about the average in the dec Ilk ti iMi'U hoi i’d’i' 
CBO expects thatscsi’-il fiitf'ii !! i,i iiiibu u 
increase in remittances iiiiUdm riuvin o ns ks 
and their associated losses i leducni-i mu s ou 
ments on reserves as restfvts t d! b ik lu n ot, )i n A 
levels, and a gradual iovtc isc tn ' he sh itL (fit pi t >li 

consisting of higher-\icldmg si,.u! I u 1 1 ^ ii > 

begins to grow again. 

Receipts from Other Sources. The federal governmetu 
also collects revenues from excise taxes, estate and giit 
taxes, customs duties, and miscellaneous Icvie.s. C.iHO 
projects that receipts from those sources will rise from 
TO percent of GDP in 2013 and 20 1 4 to i .2 percent of 
GDP in 2015, mainly as a re.sui[ of new cnmcc taxes and 
miscellaneous levies enacted in the Afford iblo f ait Act., 
Revenues from other sources edge downward in CBO’s 
projections to i.l percent of GDP after 2017, rnosriy 
because improved fuel efficiency of cars and trucks is 
expected to rcth.ice I'cccipis From excise taxes on motor 
fuels. 

Outlays 

The Deficit Control Act requires CBO's projections for 
most mandatory programs to be made in keeping with 
the a.ssumption that current laws continue unchanged.* ’ 
Thus, (.dR,)’s baseline projections for mandator)' pro- 
gram,s reflect the automatic enforcement: procedures of 
the Budget Control Act and expected cba.ngcs in the 
economy, demographics, and. otiier factors. For dis- 
cretionary spending, CBO's baseline incorpor;u:e.s the 
caps put in place' by the Budget C!o.arrol Act and accounts 
for further reductions in such spending that are sched- 
uled to occur under die act’s automatic enforcement 
procedures. On that basis, total outlays are projected to 
decline slightly relative ro GDP between 2014 and 2017 

and then ro ri.se in most years through 2023 - averaging 

22.1 percent over the decade, slightly abos’c the 


13. The Deficit Control Act spctiiK's some cxceprions. For example, 
spending programs whose auihori/ation.s arc set t(.i expux: are 
assiinifdio coiuimjeifthcv h.ivc outlays of more than .NoO .million 
in the cut rent year and wcreescihlishcd at or beiorc the etiaectiieni 
of tlie BakiU'cti Btuigra .Net (.>1 I Frouranis estal.ih.s.lu.'d alter 
that law wa.i cnatred are not. atitonr.uical.lv assumwi to connm.ic 
bur are con.skk'red individually in consul!, ttion with the hiidgct 
tominitcfcs. 
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Figure 1-3. 

Projected Spending in Major Budget Categories 

(Percentage of gross domestic product) 

7 r - * ■ , 



Source: Congressional Budget Office. 

a. Includes Medicare (net of receipts from premiums), Medicaid, the Children’s Health Insurance Program, and subsidies offered through 
new health insurance exchanges and related spending. 

b. Other than mandatory spending for major health are programs and Social Security. 


21.0 percent of GDP that has been the average for the 
past 40 years. 

In CBO’s baseline, three major categories of , spending arc 
increasing relative to the si7e of the economy, particularly 
in the latter part of the lO-year period: 

■ Under current law, outlay.s for Social Security will 
total 5.1 percent of GDP this year and stay near that 
percentage (or the next few years but reach 5-5 percent 
ofGDPby2023. 

■ Outlays for the major health care programs — 
Medicare (net of receipts from premiums), Medicaid, 


!6, Linder CiBO's ba-seline. outlays are projected to remain steady at 
22-9 percent ofGDP in 2022 and 2023. That result is largely 
auributabic to a .shift in the timing of certain payments. Because 
borh October 1. 2022, and October i. 2023. fall on weekends, 
certain payments that are dtie ott those days will iastead be made 
at the end of .September, ihu.s shifting them into the previous fiscal 
year. Wirhoul that shift, under CBO s baseline, ourlays would 
increase frtsm 22.7 percent of (IDP in 2022 to 22.9 percent in 
2023. 


the Children's Health Insurance Program (CHIP), and 
subsidies offered through new health insurance 
exchanges and related .spending — will soon be even 
greater than outlays for Social Security. Spending for 
major healrh care programs will be nearly 5 percent of 
(iDP in 201 ,3, and such .spending is projected to grow 
rapidly when provisions of the Affordable Care Act 
arc fully implemented by middccade, reaching 
6.2 percent of GDP in 2023. 

■ Net inreresr is currently equal to 1.4 percent of GDP, 
but, in CBOs baseline, rising interest rates push that 
total CO 3.3 percent of GDP in 2023. 

By the end of the projection period, those three growing 
categories of spending will be the three largest in the 
budget {.see Figure i-3). Under current law. over the next 
10 years, ail other broad categories of spending — for 
defense and nondefense discretionary programs as well as 
for other mandatory programs — are projected to decline 
relative to GDP, 
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Mandator)^ Spending. Berwcen 2014 and 2020, man- 
datory spending (net of offsetting receipts, which reduce 
outlays) is projected to remain about the same as a 
share of the economy — betw-ecn 13.2 percent and 
13.5 percent. But, CBC) projects, under current law, 
mandatory spending will accelerate in the final few' years 
of the projection period, reaching 14.1 percent in 2022. 
Mo.st of the government’s mandatory spending consists of 
outlays for Social Security and the fedenil governments 
major health care programs. Those outlays are projected 
CO grow from 10.2 percent in 2014 to 11.7 percent in 
202.3, accounting for about half of al! federal spending 
by the end of the period. 

Social Security and Medicare. Spending for .Social Security 
and Medicare as a percentage of GDP is projected to 
remain roughly unchanged over the first half of the pro- 
jection period but to grow more rapidly than the econ- 
omy in the second half as the rate of growth in GDP 
declines slightly and as the race of grow’th in Medicare 
spending picks up. Social Security outlays, which are 
estimated to account for almost one-fourth of the govern- 
ment’s spending in 2014, are projected to remain near 
5.0 percent of GDP in most yeans through 2018 and then 
climb in the following years to reach 5.5 percent of GDP 
in 2023. Medicare .spending (net of receipts from premi- 
ums) in CI30’s baseline remains around 3.0 percent of 
GDP through 2019 and then grows to 3.5 percent by 
2023, 

Medicaid and Other Health Care Programs. Under current 
law, federal outlays for Medicaid will rise steadily as a 
share of GDP over the next 10 years, from 1.8 percent in 
2014 to 2.2 percent in 2023, by CBO’s estimate. That 
rise is attributable in part to expected increa.ses in the cost 
of Medicaids benefits per beneficiary and in part to the 
fact that many states are expected to c'xpand Medicaid 
coverage significantly, in keeping with provisions of the 
Affordable Care Act. In addition, spending on subsidies 
that will help people purchase health insurance through 
exchanges (which will become available starting in 2014 
for individuals and families who meet income and other 
eligibility criteria), along with related spending, is pro- 
jected to increase from 0.1 percent of GDP in 2014 to 
0.5 percent 10 years from now.' 

Other Mandatory Spending. In contrast, as the economy 
and the labor market gradually improve and as temporan' 
mea.sures that have provided additional assistance expire, 
spending on all mandatory programs other than 
.Social Security and the major health care programs is 
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projected to fall relative to GDP over the next 10 years, 
from 3.1 percent in 2014 to 2.4 percent in 2023. Spend- 
ing for income support programs (such as uaempioymenr 
compensation, the refundabic portion of the earned 
income and child tax credits, and the Supplemental 
Nutrition Assistance Program) accounts for nearly all of 
that decline, gradually falling as a percentage of GDP 
from 2.0 percent in 2014 to 1 .3 percent by 2023, CEO 
projects. S[>ending for the remaining mandatory pro- 
grams is projected to remain near 1 percent of GDP. 

Discretionary Spending. In CBO’s ba.se!inc projections, 
mo.st appropriations between 2014 and 2021 are assumed 
to be constrained by the caps and automatic spending 
reductions put in place by the Budget Control Act. For 
the final two years — 2022 and 2023 — discretionary 
funding covered by the cap.s is a.ssiimed to grow from the 
2021 level at the rate ofinfiation, consistent with the 
statutory rules governing the baseline. Funding for war- 
related activities and for some ocher purposes is not con- 
strained by the caps and is generally a,s.sumed to grow 
with inflation from the amount appropriated, for 2013 
(sec Table 1-4 on page 19 for the amount of such 
adjustments).'''* 

The components of CBO’s projections of di.scretionary 
spending can be seen in Table 1-3, which shows what dis- 
cretionary spending would be if appropriations grew at 
the rare of inflation and how' those amounts arc affected 
by the imposition of the caps and by the automatic 
spending reductions that arc scheduled to reduce those 
cap,s. As a result of the caps and automatic reduction, s, 
projected spending in the baseline for the 2014-2023 
period is about $1.5 trillion less than the amount that 
w'ouid be provided if appropriations grew at the rate of 
inflation after 2013. 

Under the assumption that appropriations .subject to the 
ajps for 2013 and 2014 will be at the maximum amounts 
allovs'cd under the Budget Control Act, discretionary 


!7. Subsidies forassisiaiKc with prtmiium will be given in the form 
of refundable tax credits, which arc recorded as budget ouday.s 
to the extent that they exceed taxpayers' other liabiiiiie.s and as 
reductions in revenues to the extent tliat they reduce peoples 
tax payments. Some individuals and lamilies will qualify for 
additional subsidies to reduce their out-of-pocket costs; those 
subsidies are clas.sified entirely as outlays. 

1 8. The caps also may be adjusted upward to allow additional 
spending for program inccgriiy initiatives, which ideiitifv and 
reduce overpayments in certain benefit programs, as well as for 
some funding for emergencies and disaster reltel. 
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budget authority wil! fall by Sl7 billion (or 1.5 percent) 
from 2013 to 2014, CBO estimates. That reduction 
reflects a full year’s implementation of the automatic 
spending reductions in 2014, compared with the smaller 
reductions currently in effect for 2013 as a result of the 
American 'Taxpayer Relief Act. 

After 2014, the resulting cap,s will limit growth in budget 
authority for most discretionary programs. Under the 
assumption that the maximum amounts allowed by the 
caps are appropriated (and that funding for war-related 
activities and emergencies grows at the rate of inflation), 
budget authority in the baseiiiic grow.s by an average of 
2.4 percent annually. Discretionary outlays are projcctec! 
to grow more slowly — at an average rate of 2.2 percent 
per year from 20 1 5 through 2023 (which is less than half 
of the projected growth rate of nominal CiDP). Projected 
outlays duriiig those years grow more slowly than budget 
authority because they also reflect, with a lag, the reduc- 
tions in funding in years before 2014. With funding as 
as.sumcd in the baseline, duscretionary outlays w'ould fall 
to 5.5 percent of GDP by 2023, more than 3 percentage 
points below their average from 1 973 to 2012. Specifi- 
cally, defense outlays in 2023 would equal 2.8 percent of 
GDP. compared with a 40-ycar average of 4.7 percent, 
and nondefense outiay.s in 2023 would equal 2.7 percent 
of GDP, compared with a 40-year average of 4.0 percent. 

Net Interest. The increa.se in debt (in dollar terms), along 
with an anticipated substantial rise in interest rates a.s 
the economy strengthens, is expected to sharply boost 
interest payments on the debt. CBO projects that, under 
current law, the governments yearly net interest spending 
will double as a share of(jiDP — from 1.5 percent in 2014 
to 3.3 percent in 2023, a percentage that has been 
exceeded only once in the past 50 years. 

Federal Debt Held by the Public 
Debt held by the public consi.sts mostly of securities 
that the Treasury Issues to raise cash to fund the federal 
government’s activities and to pay off its maturing 
liabilities. The amount the Treasury borrows by selling 
secuntic.s (net of the amount of maturing .sccuriries that it 
redeems) is influenced primarily by the annual budget 
deficit. However, .several factors — collecrivciy labeled 
other means of financing and nor directly included in 


19. A small amount oi debt htTd by the public is issued by other 
agencies, mainly the icnne.ssee Valley .Authority. 
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budget totals — also affect the governments need to bor- 
row from the public. Among them are reductions (or 
increases) in the government's cash balance and in the 
cash flows associated with federal credit programs (such 
as those related to student loans and mortgage guaran- 
tees) b«:ause only the subsidy costs of those programs 
(calculated on a present-value basis) are reflected in the 
budget deficit. 

CBO projects that Treasury borrowing will be $104 bil- 
lion more than the projected budget deficit in fiscal year 
2013, mainly to finance student loans. Each year from 
2014 to 2023, borrowing by the Treasury is expected to 
exceed the amount of the deficit, mostly because of the 
need to provide financing for student loans and other 
credit programs. CBO projects that the government will 
need to borrow $76 billion more per year, on average, 
during that period than the budget deficits woiiid 
suggest. 

After accounting for ail of the government's borrowing 
needs under current law, CBO projects that debt held by 
the public will increase from 73 percent of CiDP at the 
end of fiscal year 2012 to 76 percent thi.s year and 78 per- 
cenr in 2014. Under the assumptions that govern CiBO’s 
baseline, debt will fail to a low of 73 percent in 2018 and 
rlien rise for the remainder of the projection period, mea- 
suring 77 percent of CjDP at the end of 2023 (see 
I'abie 1 -6 on page 28). 

Along such a path, federal debt held by the public will 
equal a greater percentage of CiDP than in any year 
between 1951 and 2012 and will be far above the average 
of 39 percent over the 1973-2012 period. Moreover, it 
will be on an upward trend by the end of the decade. 
Debt that is high by historical standards and heading 
higher will have significant consequences for the budget 
and the economy: 

■ The nations net interest costs will be very high (after 
interest rates return to more normal levels) and rising. 
Higher costs for interest eventually will require the 
government to raise taxes, reduce benefits and services, 
or undertake some combination of those two actions. 

■ National saving will be held clown, leading to more 
borrowing from abroad and less domestic investment, 
which in turn will decrease income in the United 
States relative to what it would be otherwise. 


25 



72 


26 TIIK BIDGMT AND IXONOMIC 01 HOOK; YEAI« 2013 TO 2023 


reBRlARV2013 


Table 1-5. 

Discretionary Spendin^t* Projected in CBO’s Baseline 

(Billions of dollars) 


Total, 

2014- 



2014 

2015 

2015 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2023 

Defense 

Increase discretionary appropriations for ^13 
subject to the caps at the rate of inflation^ 

569 

584 

600 

617 

Budget Authority 

635 653 671 

689 

n.a. 

a a. 

n.a. 

Reduction to meet the caps 

-17 

-18 

-23 

-27 

-32 

-37 

-41 

-45 

n.a 

n.a. 

n.a. 

Caps established by the Budget Control Act 

552 

566 

577 

590 

603 

616 

630 

644 

n.3. 

n.a. 

n.a. 

Automatic spending reductions'’ 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

n.a. 

n.a. 

n.a. 

Caps with automatic spending reductions'' 

497 

511 

522 

535 

548 

561 

575 

589 

a a. 

n.a. 

n.a. 

Adjustments to the caps 

War-reiated spending 

90 

92 

94 

96 

99 

101 

103 

105 

n.a. 

n.a. 

n.a. 

Emergency designation 

* 

* 

* 

* 

* 

* 

* 

* 

n.a. 

n.a. 

n.a. 

Subtotal, Adjustments 

90 

92 

94 

96 

99 

101 

103 

106 

n.a. 

n.a. 

aa. 

Total, Defense' 

588 

603 

617 

632 

647 

662 

679 

695 

713 

731 

6,566 

Nondefense 

Increase discretionary appropriations for 2013 
subject to the caps at tiie rate of inflation''' 

522 

536 

552 

568 

587 

605 

622 

639 

n.a. 

n.a. 

n.a. 

Reduction to meet the caps 

-16 

-16 

-22 

-27 

-34 

•39 

-44 

-49 

n.a 

n.a, 

n.a. 

Caps established by the Budget Control Act 

506 

520 

530 

541 

553 

566 

578 

590 

n.a, 

n.a. 

n.a. 

Automatic spending reductions” 

-37 

-37 

-36 

-36 

-35 

-34 

■33 

-32 

n.a. 

n.a. 

n.a. 

Caps with automatic spending reductions” 

469 

483 

494 

505 

518 

532 

545 

558 

n.a. 

n.a. 

n.a. 

Adjustments to the caps 

War-related spending 

11 

12 

12 

12 

D 

B 

13 

14 

n.a, 

n.3. 

n.a, 

Disaster relief 

12 

12 

11 

9 

9 

9 

10 

10 

n.a, 

n.a. 

n.a. 

Emergency designation 

42 

43 

44 

44 

45 

46 

47 

48 

n,a. 

n.a. 

n.a. 

Program integrity 

* 

1 

1 

1 

1 

1 

1 

1 

n.a. 

n.a. 

n.a. 

Subtotal, Adjustments 

66 

67 

67 

66 

68 

69 

71 

73 

n.a, 

n.a. 

n.a. 

Total, Nondefense' 

535 

550 

560 

571 

586 

600 

616 

631 

647 

663 

5,960 

All Defense and Nondefense Budget Authority 

Increase discretionary appropriations for 2013 
subject to the caps at the rate of inflation'’ 

1,091 

1,120 

1,152 

1,185 

1,222 

1,258 

1,293 

1,328 

n.a. 

n.a. 

n,a. 

Reduction to meet the caps 

-33 

-34 

-45 

-54 

-66 

-76 

-85 

■94 

n.a. 

n.a. 

n.a. 

Caps established by the Budget Contoo! Act 

1,058 

1,086 

1,107 

1,131 

1,156 

1,182 

1,208 

1,234 

n.3. 

n.a. 

n.a. 

Automatic spending reductions” 

-92 

-91 

-91 

-91 

-90 

-89 

-88 

-87 

n.a. 

n.a. 

n.a. 

Caps with automatic spending reductfons” 

966 

995 

1,016 

1,040 

1,066 

1,093 

1,120 

1,147 

n,a. 

n.a. 

n.a, 

Adjustments to the caps 

156 

159 

161 

163 

167 

170 

174 

178 

n,a. 

n.a. 

n.a. 

Total Discretionary Budget Authority' 

1,122 

1,154 

1,177 

1,203 

1,233 

1,263 

1,295 

1,326 

1,359 

1,394 12,525 


Continued 


■ Policymakers' ability to use tax and spending po!ici« 
to respond to unexpected challenges, such as eco- 
nomic downturns, natural disasters, or financial crises 
will be constrained. As a result, unexpected events 
could have worse effects on the economy and people’s 
weihbeing chan they would otherwise. 


■ The likelihood of a hscai crisis will be higher. During 
such a crisis, investors would lose so much confuknee 
in the gox'ernmcnc’s ability to manage its budget that 
the government would be unable to borrow funds at 
affordable interest rates. 
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■ ';•< Froiecled ia €B<)% Baseline 

(Billions of dollars) 


Total, 

2014- 



2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2023 

Defense 

Increase discretionary appropriations for 2013 
subject to the caps at the rate of inflation" 

577 

577 

593 

604 

615 

Outlays 

637 

655 

673 

n.a. 

n.a 

n.a. 

Reduction to meet the caps 

-12 

-15 

-20 

-24 

-29 

-34 

-38 

■42 

n.a. 

n.3. 

a a 

Outlays under the caps 

5(6 

562 

573 

579 

586 

603 

617 

630 

n.a. 

n.a. 

n.a. 

Automatic spending reductions’’ 

-47 

-52 

-53 

-54 

-54 

-54 

-54 

-54 

n.a. 

aa 

aa. 

Outlays under the caps with automatic spending reductions’’ 

51S 

510 

520 

525 

532 

549 

563 

576 

n.a. 

n.a. 

n.3. 

Adjustments to the caps 

War-related spending 

75 

86 

92 

94 

96 

98 

101 

103 

n.a. 

aa. 

aa. 

Emergency designation 

* 

* 

* 

* 

* 

* 

* 

* 

n,a. 

n.a. 

aa. 

^btotai, Adjustments 

n 

86 

92 

94 

% 


Ti 

103 

n.a. 

n.a. 

n.a. 

Total, Defense' 

593 

597 

611 

619 

628 

648 

663 

679 

702 

714 

6,455 

Nondefense 

Increase discretionary appropriations for 20L3 
subject to the caps at the rate of irrflation" 

593 

606 

607 

621 

637 

655 

673 

691 

n.a. 

n,a. 

aa. 

Reduction to meet the caps 

-9 

-14 

-19 

-24 

-31 

-38 

-43 

-49 

n.a. 

a a. 

aa. 

Outlays under the caps 

583 

592 

588 

596 

606 

618 

630 

642 

n,a. 

n.a. 

n.a. 

Automatic spending reductions*’ 

-29 

•34 

•35 

•36 

-35 

-35 

-34 

■33 

n.a. 

a a. 

aa, 

Oudays under the caps with automatic spending reductions" 

555 

559 

553 

561 

571 

583 

596 

610 

n.a. 

aa. 

n.a. 

Adjustments to the caps 

War-related spending 

6 

9 

10 

11 

12 

12 

12 

13 

n.a. 

n.a. 

aa. 

Disaster relief" 

6 

8 

9 

10 

10 

10 

10 

10 

n.a, 

n.a. 

aa. 

Emergency designation 

9 

17 

25 

32 

37 

40 

42 

44 

n.a, 

n.a. 

n.a. 

Program integrity 

* 

1 

1 

1 

1 

1 

1 

X 

n.a. 

n.a. 

aa. 

Subtotal, Adjustments 

22 

34 

45 

54 

59 

62 

65 

67 

a a. 

aa. 

n.a. 

Total, Nondefense' 

577 

593 

597 

614 

630 

645 

661 

677 

693 

710 

6,397 

All Defense and Nondefense Outlays 

Increase discretionary appre^riations for 2013 
subject to the caps at the rate of inflation" 

1,169 

1,184 

1,200 

1,224 

1,253 

1,292 

1,328 

1,364 

n.a. 

a a. 

n.a. 

Reduction to meet the caps 

-21 

•29 

•39 

-49 

-60 

-71 

■81 

-91 

n.a. 

aa. 

a a. 

Outlays under the caps 

1,148 

1,154 

1,161 

1,176 

1,192 

1,221 

1,246 

1,273 

n.a. 

n.3. 

a 3. 

Automatic spending reductions" 

-75 

-85 

■89 

-90 

-90 

-89 

-88 

-87 

n.3. 

aa. 

n.a. 

Outlays under the caps with automate spending reAictions" 

1,073 

1,069 

1,072 

1,086 

1,103 

1,132 

1,159 

1,186 

n,3. 

aa. 

aa. 

Adjustments to the caps 

97 

120 

136 

148 

155 

161 

166 

170 

a a. 

aa. 

aa. 

Total Discretionary Ckitlays' 

1,170 

1,189 

1,209 

1,233 

1,257 

1,293 

1,324 

1,356 

1,396 

1,424 12,852 


Source: Congressional Budget Office. 

Note: n.a. = not applicable; * = between zero and $500 million. 

a. Funding for overseas contingency operations, emergencies, disaster relief, and certain program integrity initiatives (which identify and reduce 
overpayments in certain benefit programs) is not constrained by the statutory caps established by the Budget Control Act of 2011. Such caps were 
specified through 2021; CBO has extrapolated the totals for 2022 and 2023 on the basis of its projected rate of inflation, 

b. Automatic spending reductions are slated to further reduce the caps for 2014 through 2021. 

c. Because the caps on discretionary appropriations do not extend beyond 2021, CBO has extrapolated the totals for 2022 and 2023 on the basts of 
its projections of inflation. 

d. Under the Balanced Budget and Emergency Deficit Control Act of 1985 (as amended), the limits on discretionary budget authority can be raised to 
reflect funding for disaster relief. However, the total increase in the cap in any year for ttiat reason can be no more than the average funding for 
disaster relief over the previous 10 years (excluding the highest and lowest amounts) plus any amount by which the prior year’s appropriation 
was below the maximum allowable cap adjustment for that year. In CBO’s baseline, such funding exceeds the average, beginning in 2017; that 
adjustment is included in the totals shown for disaster relief. 
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Table 1-6. 

Federal Debt Projected in CBO’s Baseline 

Actual, 



2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

Debt Held by the Public at the 

Beginning of the Year 

10,128 

11,280 

12,229 12,937 13,462 

14,025 

14,642 

15,316 

16,092 

16,957 

17,876 

18,902 

Changes in Debt Held by the Public 

Deficit 

1.089 

845 

616 

430 

476 

535 

605 

710 

798 

854 

957 

978 

Other means of financing 

62 

104 

93 

95 

87 

82 

69 

66 

66 

65 

69 

64 

Total 

1,152 

949 

708 

525 

563 

617 

674 

776 

865 

919 

1,026 

1,041 

Debt Held by the Public at the 

End of the Year 

11,280 

12,229 

12,937 

13,462 

14,025 

14,642 

15,316 

16,092 

16,957 

17,876 

18,902 

19,944 

Memorandum: 

Debt Held by the Public at the End of 
the Year (As a percentage of GDP) 

72.5 

76.3 

77.7 

76.3 

74.6 

73.4 

73.1 

73.5 

74.2 

75.0 

76.0 

77.0 

Debt Held by the Public Excluding 
Financial Assets'* 

In billions of dollars 

10,392 

11,243 

11,833 

12,241 

12,695 

13,211 

13,794 

14,482 

15,259 

16,091 

17,024 

17,977 

Asa percentage of GDP 

66.8 

70.1 

71.1 

69.4 

67.6 

66.2 

65.9 

66,2 

66.8 

67.5 

68,5 

69.4 

Gross Federal Debt“ 

16.048 

17,068 

17,886 

18,501 

19,166 

19,938 

20.793 

21,736 

22,754 

23,810 

24,937 

26,079 

Debt Subject to Limit^ 

16,027 

17,047 

17,864 

18,479 

19.143 

19,915 

20,769 

21,711 

22,729 

23,784 

24,911 

26,052 


Source: Congressional Budget Office. 

Note: GDP = gross domestic product. 

a, Subtracts from debt held by the public the value of outstanding student loans and other credit transactions, financial assets (such as 
preferred stock) purchased from institutions participating in the Troubled Asset Relief Program, cash balances, and other financial 
instruments. 

b, Comprises federal debt held by the public plus Treasury securities held by federal trust funds and other government accounts, 

c, The amount of federal debt that is subject to the overall limit set in law. Debt subject to limit differs from gross federal debt because 
most debt issued by agencies other than the Treasury and the Federal Financing Bank is excluded from the debt limit. The debt limit was 
most recently set at $16.4 trillion but has recently been suspended through May 18, 2013. 


Those consequences would be exacerbated if federal debt 
exceeded the amounts projected in CBO's baseline, as it 
would if certain deficit-reducing policies that are sched- 
uled to cake effect were instead reversed wirhoiit being 
replaced by other policies with similar budgetary effects. 
Those consequences could be mitigated, however, if poli- 
cies were enacted that reduced federal debt relative to 
GDP during the coming decade and beyond. 

Other measures of the federal governmenfs financial 
position are somctime.s used. Debt held by the public 
excluding ftnancial assets subtracts from debt the value of 
the govc! nmcnr’.s financial assets, .such as student loans. 
Under the assumprions for CBO’s baseline, that measure 


will be smaller than debt held by the public alone but will 
vary roughly in line with it. 

Gross fedeml debt consists of debt held by the public and 
debt issued to government accounts (for example, the 
Social Security trust funds). The latter rj’pe of debt does 
not directly affect the economy and has no net impact on 
the budget. Under current law, debt held by the public is 
expected to increase by more than 75 percent between 
2012 and 2023, and debt held by government accounts is 
expected to ri.se by nearly 30 percent. As a result, gros.s 
federal debt is projected to reach $26. 1 trillion at the end 
of 2023. A similar measure, debt subject to limit, is the 
amount of debt that is subject to the statutory limit on 
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fedcnii borrowing; it indiidcs virtually all gross federal 
debr. Under the assumptions that govern CBOs baseline, 
the agency projects that debt subject to limit will reach 
S26.1 trillion at the end of 2023. 

Changes in CBO’s Baseline Since August 2012 

Since August 2012, when the agency completed its 
previous set of baseline projections, CBO has added 
$204 billion to its estimate of the deficit in 2013 and a 
total of $4.6 trillion to irs baseline projection of the 
cumidative deficit from 2013 through 2022 (see 
Appendix A). Legislation enacted in the interim led CBO 
ro boost projected deficits by $4.7 trillion through 2022 
(including debr service); almost all of that increase stems 
from tlae enaetjnent of the Amei ican Taxpayer Relief Act 
early in January. Also included in that amount is addi- 
tional emergency spending. As mandated by law, the 
baseline incorporates the assumption that amounts equal 
to the S4l billion in emergency funding provided in the 
wake of Hurricane Sandy arc appropriated each year 
with adjustments for inflation; that assumption added 
about $340 billion to outlays in the baseline. Revised 
economic projections increased the projection of the 
cumulative deficit by Sl4l billion, whereas other, techni- 
cal changes reduced the projection of the cumulative 
deficit by $270 billion. 

Uncertainty in Budget Projections 

Even if federal laws remained unchanged for the next 
decade, actual budgetary outcomes would differ from 
CBO’s baseline projections becau.se of unanticipated 
changes in economic conditions and in a host of other 
factors that affect federal spending and revenues. 

CBO’s budgetary projections depend on the agency’s 
economic projections for the coming decade, including 
forecasts for such variables as interest rates, inflation, and 
the growth of real GDP. Discrepancies between rho.se 
forecasts and actual economic outcomes can result in 
significant differences between baseline budget projec- 
tions and budgetary outcomes. For instance, CBO’s 
baseline economic forecast anticipates that the interest 
rate on 3'month Treasury bilks — which ha.s hovered near 
7.cro for the pa,sr several yeans — will climb to 4 percent by 
the end of 2017; by that point, the rate on 10-year Trea- 
.sury notes is also projected to rise from its current level of 
around 2 percent. If interest rates on all types of Treasury 
.securities were 1 percentage point higher or lower each 
year from 2014 through 2023 and ail other economic 
variables were unchanged, cumulative outlays projected 
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Uncertaint}'' also surrounds myriad technical factors that 
can substantially affect CBO’s ba.seline projections. For 
example, spending per enrollee for Medicare and 
Medicaid — ^which generally has gi'own faster chan 
GDP — is very difficult to predict. If per capita costs in 
those programs rose I percentage point faster or slower 
per year than CBO has projected for the next decade, 
total outlays for Medicare {net of receipts from premi- 
ums) and Medicaid would be about $650 billion higher 
or iosver for that period. 

The impact of the Affordable Care Act is another source 
of great uncertainty. To estimate the effects of the act’.s 
broad changes to the nation's health care and health 
insurance systems, CBO and the staff of the joint 
Committee on Taxation (JCT) have made projections 
concerning an array of technical, behavioral, and eco- 
nomic faccons, some of which involve programs and 
institutions (such as the health insurance exchanges) that 
do not yet exist. 

Projections of revenues also arc quite sensitive to uncer- 
tainty about economic and technical factors. Revenues 
depend on total amounts of wages and salaries, corporate 
profits, and other income, all part of CBOs economic 
projections. For example, if the growth of real GDP and 
taxable incomes were 0.1 percentage point lower per year 
than in CBO’s baseline projections, revenues would be 
lower chan in the baseline projections by roughly 
$275 billion over the 2014-2023 period. 

In addition, forecasting the amount of revenues that the 
government will collect from taxpayers for a given quan- 
tity of incomes included in the economic projections 
requires technical assumptions about the distribution 
of income and about many aspects of taxpayers’ behavior. 
(Taxpayers’ behavior, for example, determines the 
amount of deductions and credits people receive and 
how much income in the form of capital gains they real- 
ize from selling a,sscts.) if CBO’s judgments about such 
behavior and actual outcomes differ, the effect on 
revenues can be significant. 

Even relatively small deviations can have a substantial 
impact on budget deficits. For example, if revenues pro- 
jected for 2023 were too high by 5 percent (that is, if 
average annual growth during the coming decade was 


for the 10-year period would be about $l.i trillion 
higher or lower (excluding the additional costs of 
servicing the federal debt). 
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about 0.5 percentage points iess than CBO estimates) 
and projected outlays for mandatory programs were too 
low by 5 percent, the deficit for that year would be about 
$430 billion greater chan the $978 billion in CBOs base- 
line — or 5-4 percent of CIDP, rather than 3.8 percent. 
Outcomes could differ in the other direction as well. 

Alternative Assumptions 
About Fiscal Policy 

CBO’s ba.seline budget projections — which are con- 
structed in accordance with provisions of law — arc 
intended to show what would happen to federal spend- 
ing, revenues, and deficits if current laws generally 
remained unchanged. Clearly, future legislarion could 
lead CO markedly different budget outcomes. Moreover, 
although the American 1'axpaycr Relief Act ha.s reduced 
the number of changes to tax poiicic*s that are scheduled 
to take effect under current law, some .significant changes 
to rax and spending policies alike are still set to occur. As 
a result, baseline projections constructed on the a.ssump- 
cion that current laws will remain in place could differ 
markedly from the budgetary outcomes that would result 
iftho.se laws were modified so that current policies were 
maintained instead. 

To assist policymakers and analysts who may hold differ- 
ing view.s about the mo,st useful benchmark against which 
CO consider possible changes to laws or policies, CB(4 has 
estimated the effects on budget projections of .some alter- 
native asstimption.s about future policies (see Table I -7). 
The discu.ssion below focuses on how those policy actituis 
would directly affect revenues and outlays. vSuch changes 
also would influence projeci:ion.s of the costs of servicing 
the federal debt (shown separately in the table). 

MUitary and Diplomatic Operations in 
Afghanistan and Other Wiir-Rclated Activities 

CBO ’s projections of discretionary spending for the next 
lO years include outlays for military and diplomatic oper- 
ations in Afghanistan and for other overseas contingenct' 
operations. 'Hu- projections are based on budget author- 
ity provided For those purposes in 2012 and in prior 
years, the $100 billion in budget authority provided for 
20 1 3 (the annuaii7.ed amount provided in the current 
continuing rc.so!ution), and the ,$1.1 trillion that is 
projected to be appropriated over the 2014-2022 period 
(under the as.sumption that this year’s funding will be 
adj listed for anticipated inna(ion). 
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In coming yean;, the funding reciuired for overseas 
contingency operations — in Afghanistan or other coun- 
tries — may ev'entually be smaller chan the amounts in the 
baseline if the number of deployed croop.s and the pace of 
operations diminish over time. I bus, (iBO has formu- 
lated a budget .scenario that assumes a reduction in the 
deployment of U.S, forces abroad for miiicarv actions and 
a concomitant reduction in diplomatic operations and 
foreign aid. Many other scenarios — some costing more 
and some less — also arc possible. 

In 201 2, the number of U.S. active-duty. Reserve, and 
National Guard personnel deployed for war-related 
activities averaged about 1 1 5,000, according to CBO’s 
estimates. Under the scenario presented here, the average 
number of military personnel deployed for war-related 
purposes w-ould decline over three years: to 85,000 in 
2013, 60,000 in 2014. and 45,000 in 2015 and there- 
after. (Those numbers could repre.scnr various allocations 
of forces in different places around the world,) Under 
that scenario, and assuming that the rdared funding for 
diplomatic operations and foreign aid declines at a similar 
race, discretionary outlays over the 2014-2023 period 
would be S582 billion Ic.ss than the .$1.1 trillion for over- 
,seas contingency operation,s included in the baseline. 

Emergency Funding for Disaster Relief 

Recently, iaw-makers provided $50 billion in disaster relief 
in rcspon.se to Hurricane .Sandy, The portion of such 
funding declared an emergency requiremenr ($4 i billion.) 
is nor constrained by the caps and, following the rule.s 
governing baseline projections, is assumed to be provided 
each year, with adju.srmenis for inflation, in CBO’s base- 
line."” ff, however, such funding was not provided in 
future years, discretionary outlays would be $302 billion 
lower between 2014 and 2023 than in the baseline. 

Other Discretionary Spending 

Policymakers could vary discretionary funding in many 
w'ays from the amounts projected in the baseline. For 
example, if none of the con.straincs on discretionary 
fonditig were implemented and if appropriations grew 
each year through 2023 at the same rare as inflation 
after 2013. discretionary spending would be about 


20. 'ITiaract also coiuaincd $7 litllioii in futKiiii» dfsigiiaiod a.s 
disaster funding (as dcHncd in the Budget Ckuurol Act) and 
S3 billion that was not clcsigiwtcd as emergency lunding; bodi 
nyiesot funding arc extrapolated in ()B(Vs ba.seline but are 
.subject to con.straints in fuitire years. 
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Si. 5 triliion higher ior rhac period thaji it is in the base- 
line. 11, bv contrast, lawmakers kept appropriations con- 
.strained by the caps in 2013 at the same nominal level 
through 2023 (alter accounting (or the $71 billion reduc- 
tion that will result horn the automatic enforcement pro- 
cedures set in the Budget Control Act), total discretion- 
ary outlays would he S829 billion lower for the period 
from 2014 through 2023. Under that scenario (some- 
times called a freeze in regular appropriations), total 
discretionary spending would fall from 7.6 percent of 
CDP in R.scai year 2013 to 4.7 percent in 2023; by com- 
parison, the lowest share for discretionary spending in 
any year since i 962 (the earliest year for which such data 
have been reported) was 6.2 percent in 1999. 

Medicare’s Payments to Physicians 

Under current law, spending for Medicare is constrained 

by a rare-setting system called the sustainable grosveh 

race — chat has existed for .several years to control the fees 
physicians receive for their .services. H the system Is 
allowed to operate a.s currently .structured, physicians’ fees 
will be reduced by about 23 percent in January 20 1 4 and 
will increase by small amounts in sub.scquent years, CBO 
projects. If, instead, lawmakers override those .scheduled 
reductions — as they have every year since 2003 — spend- 
ing on Medicare might be greater than the amounts 
projected in CBO’s baseline. For example, holding pay- 
ment races through 2023 at the levels they are now would 
rai.se outlays for Medicare (net: of premiums paid by ben- 
eficiaries) by $14 billion in 2014 and about $138 billion 
(or about: 2 percent) between 20)4 and 2023.^' T’he 
effect on Medicare (and on. the deficit) of making such a 
change would depend on whether lawmakers offset the 
effects of the change, as they often have done in the past, 
with other changes to reduce deficits. 


2 1 . The o.‘itim:iic-ci «>.u of holding pnyrnt'iu rates constant is much 
lower reiavive to rhi,s baseline than was the ctuse under previous 
CBO baseiirie.s, primarily bcatusc of lower .spending for physi- 
cians' .services in rcceiu years. Under the su-stainabh- growth rate, 
future paynieiu upd;ue.s depend on the diO'erence foiween spend- 
ing in prior years and spending targets established in law. Actual 
spending has been lower than projevicd — and lower than the 
spending targets inherent in the sustainable growth rate — for the 
past t.iirce ve:ir,s. Beeatusc actual spc'iiding has been lower than 
spending targets, C.dH) now estimates that payment rates will 
increase beginning m 2015. fho.sc higher payment rates narrow 
the diHcrence between growth under current law and a freeze at 
current levci.s. thereby reducing the e.srimatcd cost of restricting 
the paymenr rates. 
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Automatic Enforcement Procedures 

The Budget Control Act put in place automatic proce- 
dures to reduce discretionary and mandatory spending 
that are now scheduled to take effect in March 20 1 3 and 
continue through 2021. If fully implemented, those pro- 
cedures will require equal reductions (in dollar term.s) in 
defense and nondefense spending. For 2013, the reduc- 
tions are to be achiev'cd by automaticaily canceling, or 
sequestering, a portion of the budgetary re.sources for 
most discretionary programs as well as for some programs 
and activities that generate mandatory spending.” For 
the period from 2014 through 2021, the automatic pro- 
cedures lower the caps on di.scrctionary budget authority 
specified in the Budget Control Act and impose seques- 
tration for some mandatory spending. If lawmakers cho.se 
to prevent those automatic cuts each year without mak- 
ing other changes that reduced spending by ofFseccing 
amounts, spendittg would be $42 billion higher in 2013 
and $995 billion (or about 2 percent) higher over the 
2014-2023 period chan is projected in CBO s current 
baseline. Total discretionary outlays would be ,$869 bil- 
lion (or 6.8 percent) higher, and mandatory outlays 
vs’ould be $ 1 26 billion (or 0.4 percent) higher.^'' 

RtAeiiiics 

.Although the American Taxpayer Relief Act permaneiuiy 
extended several tax provisions that substantially affected 
revenues, a hos't of other tax provisions — many of which 
have been extended repeatedly' — are still scheduled to 
expire over the next decade (see Box 1-1 on page 12), If 
al! of cho.se provisioevs were pcrmancMitiy extended. CBO 
and jC'!' estimate, revenues would be lower — and, 
although a much smaller effect, outlays for refundable rax 
credits would be higher — by a total of about $1.0 triliion 
over the 20 1 4-2023 period. Most of those tax provisions 
are scheduled to expire at the end of 2013. They include 
a provision allowing husines-scs to immediately deduct 
50 percent of new investments in equipment, which JCF 


22. Budgetary resources subject to sequestration inckidc new btidgei; 
authority, unobligated balances for defense prognuns. and direcr 
spending authorit)'. 

23. Because of interactions beiwc-en the effects of dilTcrcnt policy 
options, the c-stimated buclgetaiy ciTeers of this option cannot be 
added to the estimated budgetary cfllcEs of any of the alcernavives 
that affect discrctionaiysjaendingorlicr than the one to reduce the 
number of troops deploytxl lor <.>versca.s contingency operation.s. 
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Table 1-7. 


Budgetary Effects of Selected Policy Alternatives Not Included iii CBOs Baseline 

(Billions of dollars) 

Total 

2014 - 2014 - 

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2018 2023 

Policy Alternatives That Affect Discretionary Outlays 

Reduce the Number of Troops Deployed for Overseas 
Contingency Operations to 45,000 by 2015'’' 


Effect on the deficif 

0 

16 

37 

51 

60 

64 

67 

69 

71 

73 

74 

228 

582 

Debt service 

0 

* 

* 

2 

4 

8 

11 

15 

19 

23 

28 

14 

111 

Remove Extrapolation of Emergency Funding for 

Disaster Relief 

Effect on the deficit"’ 

0 

2 

9 

18 

26 

33 

38 

41 

43 

45 

47 

88 

302 

Debt service 

0 

* 

* 


1 

3 

5 

7 

9 

11 

14 

5 

51 

Increase Regular Discretionary Appropriations at the 

Rate of Inflation^ 

Effect on the deficit 

-38 

-97 

-115 

-128 

•B9 

-150 

•160 

-169 

-178 

-186 

-193 

-628 

-1,514 

Debt service 

* 

•1 

-2 

•6 

-13 

-24 

-31 

■41 

-51 

-63 

•74 

-45 

-306 

Freeze Regular Discretionary Appropriations at the 

2013 Amount* 

Effect on the deficit’ 

0 

-12 


19 

41 

63 

88 

115 

141 

171 

203 

110 

829 

Debt service 

0 

* 

* 

* 

1 

4 

7 

12 

18 

26 

35 

5 

103 

Maintain Medicare's Payment Rates for Physicians at the 
Current Rate' 

Effect on the deficif 

0 

-14 

Policy Alternative That Affects Mandatory Outlays 

•16 -13 -12 -12 -13 ■]4 -14 -15 

-16 

•67 

•138 

Debt service 

0 

* 

* 

-1 

-1 

-2 

-3 

-4 

■5 

■6 

■7 

-5 

-29 

Remove the Effect of the Automatic Enforcement 
Procedures Specified in the Budget Control Acf 

Effect on the deficif 

•42 

Policy Alternative That Affects Both Discretionary and Mandatory Outlays 

•89 -99 -103 -104 -105 -104 -104 -104 -94 -89 -500 

-995 

Debt service 

* 

•1 

-1 

-5 

-11 

-19 

-25 

-31 

-38 

-45 

-51 

-38 

-228 













Continued 


Sources: Congressional Budget Office; staff of the Joint Committee on Taxation. 


Notes: Negative numbers indicate an increase in the deficit; positive numbers indicate a decrease in the deficit. 

* = between -$500 miliion and $500 million. 

a. For this alternative, CBO does not extrapolate the $100 billion in budget authority for military operations, diplomatic activities, and 
foreign aid in Afghanistan and other countries provided for 2013, Rather, the alternative incorporates the assumption that, as the number 
of troops fails to about 45,000 by 2015, funding for overseas contingency operations declines as welt, to $70 billion in 2014, $51 billion 
in 2015, and then to an average of about $45 billion per year from 2016 on — for a total of $482 billion over the 2014-2023 period. 

[Note corrected on February 5, 2013, after initial release) 

b. Excludes debt service, 

c. For this alternative, CBO does not extrapolate the S41 billion in budget authority provided for relief and recovery from Hurricane Sandy 
that was designated as an emergency requirement in the Disaster Relief Appropriations Act. 2013. That act also provided $5 billion in 
funding designated as disaster funding (as defined in the Budget Control Act of 2011) and $3 billion that was not designated as 
emergency funding; both types of funding are extrapolated in CBO’s baseline, subject to constraints set in the Budget Control Act, 

d. These estimates reflect the assumption that appropriations will not be constrained by caps and other provisions of the Budget Control Act 
and will instead grow at the rate of inflation from their 2013 level. Discretionary funding related to federal personnel is inflated using the 
employment cost index for wages and salaries; other discretionary funding is adjusted using the gross domestic product price index. 
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(Billions of dollars) 

2013 

2014 

2015 

2016 

2017 

2018 

2019 2020 2021 

2022 

Total 

2014- 2014- 
2023 2018 2023 





Policy Alternative That Affects the Tax Code’’ 


Extend Expiring Tax Provisions* 










Effect on the deficit'’ 

* 

-58 

-98 

-89 

-83 

-81 

-102 -103 -108 

-114 

-120 -408 -954 

Debt service 

* 

* 

-1 

■A 

-8 

-15 

-19 -25 -32 

-38 

-46 -28 -188 




Policy Alternative 

TKat Affects Spending and 

Revenues 

Changes in Deficits from the Alternative Fiscal Scenarky 










Effect on the deficit" 

-42 

-KM 

-212 

-205 

-199 

-198 

-219 -221 -226 

-222 

-225 -975 -2,088 

Debt service 

* 

-2 

-2 

-10 

-21 

-36 

-47 -60 -74 

-89 

-104 -71 -446 

Memorandum: 










Outlays for Overseas Contingency Operations 










in CBO's Baseline 

129 

112 

106 

106 

106 

108 

110 113 116 

119 

121 539 1,118 

Deficit in CBO's Baseline 

•845 

'616 

■4^ 

-476 

-535 

-605 

-710 -798 -854 

-957 

-978 -2,661 -6,958 

Deficit Under the Alternative Fiscal Scenario 

-887 

-778 

•644 

•691 

•755 

-839 

■976 -1,080 -1,154 

-1,268 

-1,307 -3,707 -9,492 


e. This alternative reflects the assumption that appropriations for 2013 that are constrained by the caps, minus an estimated reduction of 
$71 billion resulting from the automatic enforcement procedures for this year, will total $978 billion. Such appropriations would generally 
be frozen at the 2013 level through 2023. 

f. Medicare’s current payment rates for physicians’ services are scheduled to drop by 25 percent on January 1, 2014, and will increase by 
small amounts in subsequent years. In this alternative, payment rates are assumed to continue at their current level through 2023, 

g. The Budget Control Act specified that if lawmakers did not enact legislation originating from the Joint Select Committee on Deficit 
Reduction that would reduce projected deficits by at least $1.2 trillion, automatic procedures would go into effect to reduce both 
discretionary and mandatory spending during the 2013-2021 period. Such automatic reductions in spending would take the form of 
equal cuts (in dollar terms) in funding for defense and nondefense programs in 2013 through 2021. The American Taxpayer Relief Act of 
2012 subsequently reduced the amount of savings required in 2013 by $24 billion. For 2013, those reductions would be achieved by 
automatically canceling a portion of the budgetary resources (in an action known as sequestration) for most discretionary programs 
and for some programs and activities that generate mandatory spending. For the 2014-2021 period, the automatic procedures lower the 
caps on discretionary budget authority specified in the Budget Control Act and impose sequestration for some mandatory spending. The 
budgetary effects of this option cannot be combined v/ith those of any of the alternatives that affect discretionary spending other than 
the one to reduce the number of troops deployed for overseas contingency operations. 

h. The estimates are mainly from the staff of the Joint Committee on Taxation and are preliminary. 

i. These estimates reflect the impact of extending about 75 provisions. Nearly all of those provisions have been extended previously; some, 
such as the research and experimentation tax credit, multiple times. 

j. In The Budget and Economic Outlook: Fiscal Years 2012 to 2022{iamzvj 2012), www.cbo.9ov/publication/42905, and the update to that 
report in August 2012, CBO presented an alternative fiscal scenario that incorporated the assumptions that all expiring tax provisions 
(other than the payroll tax reduction in effect in calendar years 2011 and 2012) were extended; the alternative minimum tax was indexed 
for inflation after 2011; Medicare’s payment rates for physicians’ services were held constant at the 2012 level; and the automatic 
spending reductions required by the Budget Control Act, which were set to take effect in January 2013, would not occur. The American 
Taxpayer Relief Act permanently extended many provisions slated to expire at the end of December 2012 and indexed the alternative 
minimum tax for inflation; therefore, the remaining components of the alternative fiscal scenario consist of holding constant the Medicare 
payment rates (which are now scheduled to fall in January 2014), undoing the automatic spending reductions (which were reduced by 
$24 billion and postponed until March 1, 2013), and extending certain lax provisions. 


33 
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cstinuitcs accounrs foi* about SO.3 trillion of the budget- 
ary effects of extending all the provisions. The budgetary 
cost of extending all of the tax provisions increases start- 
ing in 2019, because the American Taxpayer Relief Act 
extended through 2017 certain provisions alFecting 
refundable tax credits. Extending those provisions would 
increase outlays for refundable credits and reduce rex'e- 
nues by a total of about Si 40 billion over the 2018-2023 
period, mostly starting in 2019 because payments for 
refundable credits are typically made a year after the 
applicable tax year. 

An Alternative Fiscal Scenario 

In recent years, CBO has presented an alternative fiscal 
scenario that illustrated the impact on projected deficits 
and debt of maintaining policies chat were then in place 
but that were scheduled to change under then-current 
law. I'hac scenario, as described by CBO in The Budget 
and Economic Outlook: Fiscal Years 2012 to 2022 and in 
An Update to the Budget and Economic Outlook: Fiscal 
Years 20.12 to 2022. incorporated the assumptions that ail 
expiring tax provisions {other than the payroll tax reduc- 
tion in. effect in calendar years 201 1 and 201 2) were 
extended; the AMT was indexed for inflation after 2011; 
Medicare's payment rates for physicians’ services were 
held coivstant at the 20 1 2 level: and the automatic spend- 
ing reductions retjuired by the Budget Control Act, 
which were set to take effect in January 2013, would 
not occur. 


H-:BRI:AKY2()13 

The American Taxpayer Relief Act extended many of the 
provisions slated to expire at the end of December 2012 
and indexed the AMT for inflation. As a result, many 
components of the alternative fiscal scenario (including 
many with the largest budgetary effects) have now 
been made permanent. One prominent component — 
the extension of the lower tax rates on the income of 
higher-income people originally enacted in 2001 and 
2003 — was not included in the legislation. The remain- 
ing components consist of holding constant Medicare’s 
payment rates (now scheduled to be reduced in January 
2014), undoing the automatic spending redactions 
(which were reduced by S24 billion and postponed 
until March 1, 2013), and extending certain expiring 
tax provisions. 

If lawmakers were to make those changes to current law, 
and if other changes in policies with offsetting effects on 
budget deficits were not enacted, deficits and debt would 
be significantly higher than the amounts shown in CBO’s 
current baseline. Relative to the baseline projections for 
2014 to 2023, deficits would rise by a total of $2.3 tril- 
lion (including debt-service costs) to yield cumulative 
deficits of S9.5 trillion. Debt held by the public would 
reach 87 percent of GDP by the end of 2023, the largest 
share since 1947. Under that scenario, revenues from 
2014 to 2023 would average 18.5 percent of GDP 
(slightly above their 40-year average of 1.7.9 percent), 
and outlays would average 22.9 percent (well above 
their 40-ycar average of 21.0 percent). 
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The Economic Outlook 


Congressional Budget Office (CBO) expects 
that, under current laws governing taxes and spending, 
economic activity will expand slowly in 2013 but w'ill 
increase more rapidly in 2014. As measured by the 
change from the fourth quartet of the previous year, real 
(inflation-adjusted) gross domestic product (GDP) is 
projected to increase by 1 .4 percent this year and by 
3.4 percent next year. With economic growth subdued 
until 2014, CBO forecasts that the unemployment rate 
will remain high — above IVi percent through next year. If 
that occurs, 2014 will be the sixth consecutive year with 
unemployment exceeding IVi percent of the labor force, 
the longest period of such high unemployment in the 
past 70 years. CBO projects that the high number of 
unemployed workers and the large amount of other 
unused resources in the economy will help to keep the 
rate of inflation (as measured by the price index tor 
personal consumption expenditures, or PCE) below 
2 percent during this year and next and that interest 
rates will stay quite low as well. 

That pattern of slow grow'th in 2013 and then quicken- 
ing growth in 2014 reflects a combination of a gradual 
improvement in underlying economic factors and the 
tightening of federal fiscal policy that is .scheduled to 
occur this year. The effects of the housing and financial 
crisis will continue to fade, CBO expects: An up.swing in 
housing construction (albeit from a very low level), rising 
real estate and stock prices, and increasing availability of 
credit will help to spur a virtuous cycle of faster growth in 
employment, income, consumer spending, and business 
investment over the next few years. However, the federal 
fiscal poliq' specified by current law will represent a drag 
on economic activity thi,s year. 

CBO estimates that economic growth in 2013 svould be 
roughly 1 Vi percentage points faster than the agency now 
projects if not for the fuscal tightening. About VA per- 
centage points of that effect come from the automatic 
reductions in federal spending de.scribed in Chapter I, 


the expiration of the cut in payroll tax rates, and the 
increase in tax rates on income above certain thre.sholds; 
the spending change.s and the combined tax changes 
account for about equal portions. The remaining Vi per- 
centage point come.s from other, smaller changes in 
spending and taxes. If policymakers modified the tax and 
spending policies in current law. their actions could have 
significant implications for economic growth. For 
instance, less fiscal tightening this year would lead to 
stronger growth in 2013 but, if not accompanied by 
sufficient additional tightening in later years, would also 
restrain real output and income in the middle of the 
decade and beyond owing to higher federal debt.' 

Although CBO anticipates faster economic growth after 
fhi.s year, output is likely to remain below its potential (or 
maximum sustainable) level until 2017 — almost a decade 
after the recession starred in December 2007. CBO esti- 
mates chat real GDP in the fourth quarter of 2012 was 
below its potential level by about 51/2 percent; that gap is 
only modestly smaller than the gap (of about IVi percent) 
that existed at the end of the rece.ssion in mid-2009 
bccau.se growth in output .since then has been only 
slightly fa.srer, on average, than growth in potential out- 
put (see Figure 2-i). With such a large gap between 
actual and potential output persisting for so long, the 
cumulative loss of output relative to the economy’s poten- 
tial between 2007 and 2017 will be equivalent to nearly 
half of the output produced last year. 

Consistent with the forecast that output will be growing 
rapidly enough between 2014 and 2017 to close the out- 
put gap, the unemployment rate is projected to fall from 
about 7Vi percent at the end of 2014 to about 514 percent 
at the end of 2017. The interest rate on three-month 


1. An alternative fiscal scenario that incorporates one particular set of 
policies implying less fiscal tightening is detailed in Chapter 1 . 
CBO has not quantified the econoniic efi'ccts of that scenario. 
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Figure 2-1. 

(;i)P and Potential (JDP 





2000 2004 2008 2012 2016 2020 2024 

Sources: Congressional Budget Office; Department of Commerce, 
Bureau of Economic Analysis. 

Notes: Potential gross domestic product (GDP) is CBO’s estimate of 
the maximum sustainable level of output of the economy. 
Data are quarterly, Actual data are plotted through the third 
quarter of 2012. Projection.s are plotted through the fourth 
quarter of 2023, 

Trca,sury bills i,s forecast to remain low through 2015 and 
then rise considerably through 2017 as the economy 
strengthens; the interest rate on 10-ycar Treasury notes is 
projected to ri,se steadily through 2017. 

Beyond 2017, CBO's economic forecast is ba.sed on the 
assumption that real GDP will grow at the same rate as 
potential GDP, because the agency does not attempt to 
predict the timing or magnitude of fluctuations in the 
business cycle so htr into the future. Under that assump- 
tion, the average growth of real GDP in CBO’s projec- 
tion is 214 percent a year during the 2019-2023 periotl; 
that pace is much slower than the average annual growth 
of 314 percent since 1950, primarily because of slower 
expected growth in the labor force from both the retire- 
ment of the baby-boom generation and an end to the 
long-standing increase in the labor force participation of 
women. In addition, the unemployment rate in CBO’s 
projection falls to 5.2 percent by the end of 2023, and 
inflation holds steady at 2 percent between 2019 and 
2023. The interest rare on three-month Treasur}' bills sra- 
biii/,e.s at 4,0 percent in the 20 1 9-2023 period, and the 
rate on 1 0-year Treasury notes stabilizes at 5.2 percent. 


HilSRi ARY '013 

Since the end of the rece.s.sion, the path of recovery ha.s 
been difficult to predict, and outc()rne.s in future years 
will no doubt hold surprises as well. Many developments 
apart from changes in the laws regarding federal taxes 
and spending — such as unanticipated changes in the pace 
of economic growth abroad — could cause economic 
outcomes to differ substantially from those CBO has 
projected. 

CBO’s current forecast of economic growth for 2013 dif- 
fers significantly from the agency's August 20 1 2 forecast. 
The American Taxpayer Relief .Act of 20 1 2 (Public Law 
1 12-240) removed a significant amount of the ftscai 
tightening that had been .scheduled to take effect in 
January 2013. (For a more detailed examination of that 
legislation, see Box 1-1 in Chapter 1.) A,s a result, CBO 
no longer projects that real GDP will decline this year." 
However. CBO’s current projection for the growth of real 
GDP in 2013 is still considerably below those of the Blue 
Chip consensus (which is ba,scd on roughly 50 private- 
sector forecasts) and the Federal Reserve’s Federal Open 
Market Committee. Tho.se differences probably stem in 
large part from differing assumptions about the federal 
government’s future tax and spending policies, 

The Economy in 2012 

The economy expanded modestly in 2012, continuing 
the slow growth seen since the recession ended in June 
2009, and the unemployment rate continued to decline.'^ 
Spending .strengthened in some .sectors — especially resi- 
dential investment — bur consumers spent cautiously and 
the advance of business invc,stmcnt moderated. Growth 
in consumer spending was probably held back by tepid 
growth in households’ income, and growth in business 
investment was in turn limited by modest gains in con- 
sumer spending. In addition, spending was probably 
restrained by the anticipation of higher taxes and other 
consequences of fiscal tightening, as well as by uncer- 
tainty about the magnitude and composition of that 
tightening. Despite those negative effects of fiscal policy, 


2. For a clisaission of the fiscal tigluciiitig chat wa.s .scheduled to 
occur in 20L3, see Conga'ssional Budget Office. Economic Effects 
of Policies ContrihutmoTo Fiscal Tif'htening m 2013 (Novombev 
2012), vvv.-vv.cbo.gov/piiblication/43694. 

3. For a discussion of the economic expansion .since the end of the 
recession, see Congres.sional Budget Office, What Accounts for the 
Slow Growth of t/>e Economy After the Recession? (November 2012), 
H-ww.cbo.gOv/publicaiion/43~0~. 
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the demand for goods and services appeared to gain some 
momentum in 20 1 2, which wii! support economic 
growth going forward. 1 he labor market improved 
raodestiy in 20! 2, although it rem<ains weak — primarily 
because overall demand for goods and setvdces, and thus 
businesses' need to hire additional workers, has been 
growing siowdy. In addition, inflation in consumer prices 
eased, and botlt short- and long-term interest rates stayed 
vei'v low. 

Economic Growtli 

On the basis of information available when CBO 
completed its economic projection.s in mid-}anuar)c 
the agency estimated chat real (IDP incrca.sed by 1.9 per- 
cent in 2012, as measured by the change from the fourth 
quarter of the previous year, compared with 2.0 percent 
in 201 1. It turned out to be less. ' Spending by coiysumers 
and businesse.s remained guarded, while re.sidcntia! 
investment continued to strengthen. In addition, 
purchases by federal, .state, and local governments 
saw smaller declines chan in 2011, and net exports 
increased slightly. 

Consiiiner Spending. Real spending on consumer goods 
and services — -which represents about two-thirds of all 
spending in the economy — grew by an estimated 
1 ,9 percent last, year, about the same increase as in 201 1. 
Consumer spending ha.s recently been bolstered by gains 
in hou-seholds' net worth, reflecting ri.sing house prices, 
improvement in the stock market, and decline.s in mort- 
gage debt. However, contimicd high unemploymcnr ha.s 
held down the growth of wages and salarie,s a.s well a.s con- 
sumers' confidence about future gai.n.s in income. I'hosc 
fucrors, along with tight credit conditions for many 
hoLischolds, have continued to restrain the growth of 


4. Thi.s repoi'c w;i,s |,ii't‘pi)rcrt! i>i:forf die .I'deasc ol'clua for the ftiurih 
ejuarter of 201.2 b)' the (bommeree l.)cpaniiK;m’s Bureau of Eco- 
oonvic Analvsi.-! on January 30, Accortiitig to ihm release, GDP 
grew more .slowly in 2012 dian t.!BO hail c,si:imaicd (1.5 percent 
Irescead of 1.9 peitem) because GDP grovvih in die fourdi quarter 
Wits wei! below CfBO's t:,stinKUc, M<nvever, gi'owth in the fourth 
quarter was held down by several renifKivaiy developments, 
ind tiding large drop,s in dcfeivsc .spending and inventory invest- 
ment., ihac arc itor expected to recur. .Ajian Irons those cwx) devel- 
opments, which reduced GDI’ growth in the fourth quarter by 
2.0 percentage points, underlying momemuni in the economy 
afipear.s moderately strong, with gains in consumer spending, 
noninvemory invcstnient by htisitu'sses. and residenti.-tl consrruc- 
linn. Gunsequendy, incorporaiing the fourth quarter data would 
have h.td only .i small cheer on GBDs pri>icction,s. 
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consumer spending. In addition, spending was probably- 
held down last year by the anticipation of higher raxes 
and ocher effects of impending fiscal tightening, a.s well a.s 
by uncertainty about that tightening. 

Biisinesit Investment. Real busine.ss fi.ved investment — 
in nonresidentiai structures, equipment, and software — 
grew much more .slowly last year than in the preceding 
years: by an estimated 3.3 percent in 2012, Following 
gains of 10.2 percent in 201 1 and 7.7 percent in 2010. 

The slowdown in 2012 probably reflected bu.sinc,sses’ 
response ro the weak growth in demand for goods and 
services; it may also have reflected unccrcairuy and con- 
cern about the significant fiscal tightening that had been 
scheduled for early 2013. The growth of real invc.scrnent 
in equipment and software slowed .somewhat more than 
did the growth of real investment in nonresidentiai struc- 
tures. That difference may reflect die fact that bu.sincs.ses 
can adjust their purcha.ses of equipment and software 
more rapidly than their spending on structures. 

Residential Investment. In 2012. re.sidential investment 
grew rapidly as recovery in the housing market gained 
traction. Real residential investment rose by 15.4 percent 
last year, in CBO’s estimation, up steeply from 3.9 per- 
cent in 201 1 — the first annual increase since 2005 (.see 
Figure 2-2). Housing investment Is still very low by his- 
torical standards, however, and the contribution of such 
invc.scmenc ro GDP growth remains small because the 
housing .sector account tor only a minor fraction of out- 
put. The recent expansion of housing construction i.s 
partly a re.spon.se to the continued decline in the number 
of vacant housing units, following sharp increases in that 
number before and during the recession. Owing to the 
very low level of coivstruction in recent years, the number 
of vacant housing units in excc.ss of what would be 
expected under normal economic conditions fell to 
1 .2 million, or 0.9 percent of the total stock, in the third 
quarter of 2012, down from a peak of 2.9 million in the 
fourth quarter of 2008. Also bolstering housing construc- 
tion wa.s an improved outlook for house price,s, which, in 
CBO’s estimates, climbed by 5.3 percent from the fourth, 
quarter of 20 1 1 to the fourth quarter of 2012, 

Governments' Purchases. Purchases by federal, .state, and 
local governments (a.s measured by the Departmenr of 
Commerce’s national income and product accounts and 
adjusted to remove the effects of inflation) fell slighrlv in 
2012 but by much ie,s.s than in 2011. Purchases by the 
federal gos'ernmcnc edged down by 0.7 percent last vear 
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Figure 2>2. 

Real Residential linestment 

20 



Sources; Congressional Budget Office; Department of Commerce, 
Bureau of Economic Analysis. 

Notes: Rea! residential investment consists of spending on 

residential construction, improvements to existing housing, 
mobile homes, and real estate brokers’ commissions, 
adjusted to remove the effects of inflation. 

Data are annual and are plotted through 2012. The value 
for 2012 reflects CBO’s estimate for the fourth quarter. 
Percentage changes are measured between the fourth 
quarters of successive years. 

{a.s mea.siirecl on a fourrh-quarcer-to-fourth-quarccr 
basis), according ro CBO’s estimates, after fulling by 
4.2 percent in 201 1. For state and local governments, 
purchases fell by 0.9 percent in 2032, compared with 
decreases of 2.7 percent in 201 i and 3.6 percent in 2010. 
The .smaller decline in 2012 primarily reflects improve- 
ments in state and local governments’ finances from 
stronger growth in tax revenues. 

Net Exports. International trade added a small amount ro 
the growth of real GDP in 20 1 2, in CBO's e.stimation. 
Although the growth race of real exports decreased, partly 
in response to ongoing economic problems in the euro 
zone, chat decrease was more chan offset by a larger drop 
in the growth of real imports (because of a decline in oil 
imports). In addition, the exchange value of the dollar 
has increased moderately since mid-201 1, reversing an 
overall downward trend since 2009 and making U.S. 
goods less price-competitive in foreign markets. 
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ITie Labor Market 

The labor market experienced modest gains last year, but 
a substantia! anxount of slack remains in that market: 
According to C'BO's estimates, employment in the fourth 
quarter of 20 12 was more than (Wz million less than it 
would have been if the economy had been operating at its 
maximum sustainable level. 

The unemployment rate fell from 8.7 percent in the last 
quarter of 201 1 to 7.8 percent in the last quarter of 2012. 
About 0.2 percentage points of that decline can be attrib- 
uted to real GDP growth that was slightly faster than the 
growth of potential GDP during 20! 1 and 2012. (A 
reduction in the gap between actual and potential GDI’ 
tends to reduce the unemployment race, although that 
reduction usually occurs with some delay and is spread 
over several quarters.) Much of the remainder of that 
decline probably reflects an unw-inding of the factors that 
caased the especially large increases in unemployment 
that occurred in 2008 and 2009, %vhen firms reduced 
employment by more than would have been expected on 
the basis of the decline in GDP. Those factors include 
fears of an even deeper recession than actually occurred 
and the effects of restricted availability of credit.^ 

In CBO's view, about 1 percentage point of the net rise of 
2.8 percentage points in the unemployment rate that 
occurred between December 2007 (the peak of the previ- 
ous economic expansion) and December 2012 reflects 
structural factors — such as mismatches between employ- 
ers and employees and the ero,sio.n ofworkers’ skills — that 
are associated with the recession but chat are not directly 
linked ro current aggregate demand. Such structural fac- 
tors have contributed ro the historically high share of 
unemployment accounted for by the long-term unem- 
ployed, people who have been seeking work for more 
than 26 consecutive weeks.^’ That share has topped 


5. For additional discussion, see Ben ,S, Bcrnanke, “Receiu Develop- 
mems in the labor Market” (address given .at the National 
Association lor Business Economics Annua! Conference, Arling- 
ton. V'a., March 26. 2012), w\v\v.fcdc.raiR'servc.gov/nc’w.sevciUs/ 
speeth/bernankeZO 1 20526a.htm. 

6. For further discussion of .structural uncinploymenc and the weak 
labor madcec of the past tow years, see Ckingrcssiona! Budget 
(TlFicc, Understanding and Responding to Persistently High Unem- 
ployment {Vnhx\iAi\ 2012), wwvv.cbo.gov/pubik:atioiii'4208')- 
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Figure 2*3. 

Long-Term Unemployment 

(Percent) 



2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 


Sources: Congressional Budget Office; Department of Labor, Bureau of Labor Statistics. 

Notes: Data show the percentage of unemployed U.S. workers who have been unemployed for longer than 26 consecutive weeks. 
Data are annual and are plotted through 2012. 


40 percent for the past three years {see Figure 2-3), far 
higher than in any ocher thrce-ycar period .since World 
War II. CBO expects that share to remain high for the 
next few years. 

The unemployment race during the past several years 
would have been even higher if participation in the labor 
force had not declined so much over that period. ( The 
rate of participation in the labor force describes the share 
of the civilian noninscitutionalized population age 16 or 
older that is cither working or actively .seeking work.) Par- 
ticipation fell from 66.0 percent in 2007 to 63.7 percent 
in 2012, an unusually large decrease over such a short 
period. About 1 .3 percentage points of that decrca.se 
reflects the movement of the baby-boom generation into 
retirement (the oldest members of that group turned 
65 in 201 1), and about 0.3 percentage points can be 
directly attributed to the elevated rate of unemployment. 
The factors comriburing to the remaining 0.7 percentage 
points are unclear but may include an unasually large 
response to the protracted wcakne,ss in the labor market. 

The growth of labor compensation (the combination of 
wages and beneflts that workers receive) picked up a bit 
in 2012 but continued to be restrained by the weak 
demand for labor. Real labor compensation grew by 
1 .6 percent in 2012, in CBO’s estimation, mostly 
from increases in the number of workers; real labor 


compensation per worker grew by only 0.2 percent. 
Because of the tepid growth of employment and wages in 
recent years, total real labor compensation at the end of 
2012 was slightly below its value in lace 2007, just before 
the start of the recent recession. 

Inflation and Interest Rates 

Inflation moderated in 2012, and interest rates remained 
low. By CBO s estimates, consumer prices, measured by 
the price index for persona! consumption expenditures, 
incrca.sed by 1 .5 percent la,si year (as measured on a 
fourch-quartcr-co-fourth-quarter basis), compared with 
an increase of 2,5 percent in 2011. That moderation is 
largely attributable to smaller increa,ses in prices for 
gasoline and food. The core PCE price index — which 
excludes food and energy prices — also increased by 
1.5 percent in 2012, down a little from 1.7 percent in 
201 1. Ocher measures, the consunter price index for all 
urban consumei-s (CPl-U) and its core version, increased 
by 1.9 percent last year. (Rates for the CPl-U differ from 
those for the PCK price index because of the methods 
used to calculate those indexes and the larger roic of 
housing rents in the CPl-U.) Since the recession began 
in December 2007, overall inflation has averaged 


7. According to the Januar}- 30 release of toiirch quarter data by ibc 
Bureau of Economic Analysis, the PCF. price index and the core 
PCE price index grew by I .■) percent last year. 
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1,7 percent a year according to the PCE price index and 
1 .9 percent according to the CPl-U. 

IjKcrcst rates remained low in 2012. Short-term interest 
rates were near zero, and iongcr-term rates declined to 
extremely low levels in the first half of 2012 and stayed 
iinusualiv low thereafter. Those low rates reflect several 
facto r.s: 

■ Investors’ expectations that U..S. output will be below 
its potential for a few years; 

■ Investors’ concerns about banking and fiscal problems 
in Idirope; and 

■ Ongoing efforts by monetary' policymakers to keep 
short- and long-term interest rates low, using the tra- 
ditional and nonrraditional policy action.s employed 
since the recession. 

That last factor includes the Federal Reserve's announce- 
ment in late 2012 that it intends to keep its target for the 
federal funds rate (the interest rare on overnight lending 
among banks that the Federal Reserve adjusts to conduct 
monetary policy) near zero until labor market conditions 
improve or inflation rises notably, and to continue 
purchasing long-term Treasury securities and 
mortgage-backed securities.^ 

The Economic Outlook for 
2013 to 2018 

CBO’s economic outlook builds on the indications of a 
strengthening economy in 2012, but ('BO expects that 
real GDP will grow slowly in 2013 because of fi.scal tight- 
ening by the federal government that is scheduled to 
occur under current law, The agency's projections show 
the economy growing more strongly after this year and 


B. For ili-sctis-sions of the Federal Reserves nontnulitional policy 
action.s of the piust few years and their efTccts on the economy, see 
Arvinci Krishnamiinhyand Annette Vis.sing'jnrgcn,sen, The Effects 
ofQuiintitiUive Eashi^ on /merest Rmes: Chnnneh and Implicntiom 
for /‘obex. AX'orktng Paper 1 7555 (National Bureau of Economic 
Research. (.October 20! !). wn\v.nbcr.or”/papers/wl7555; and 
Breci W . Kiwlcv and Christopher J. Neely. 'Tour Stories of 
Quatuuativc l.asing, ' Revicu’. Fcdcr.il Reserve Bank of 
Bi. Fouls, vol, ''.)5. no. 1 (Fimuiry/Fchruary 201.5). pp. 51-88. 

Ill (pi'/ivsea re it. 'tlouisk'd.org./piibfications/rcvit'w/ 1.5/01/ 
Fawk'v.iHii'. 
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returning to its potential level in 2017. ! he anticipated 
improvement in the economy over the next few years 
reflects the fading effects of the housing and financial 
crisis, which have held down .spending on housing, 
consumer goods and scrv'ices, and business structures, 
equipment, and software. II some or ail of the fiscal tight- 
ening scheduled to occur under current law was removed, 
the additional federal spending, lower tax revenues, or 
both would cause ourpur to be greater and unemploy- 
ment lower in the next few years than GBO projects. 
However, unless sufficient additional tightening was 
imposed later, output and income would be restrained 
in the middle of the coming decade and bevond by 
higher federal debt. 

The Economic Outlook for 2013 

Under current law, real GDP will increase by 1 .4 percent 
in 2013 after growing by an estimated 1.9 percent in 
2012, CBO projects (.sec Figure 2-4 and dablc 2-1). Con- 
sistent with that slow growth, the unemployment rate is 
expected to edge up from its 7.8 percent reading at the 
end of last year to 8.0 percent in the fourth quarter of chi,s 
year. The rate of inflat ion (as measured by the PCE price 
index) is estimated to decline to 1 .3 percent this year 
(compared with 1 .5 percent in 2012), largely a.s a conse- 
quence of declining energy prices. In C'BC) s forecast, 
interest rates stay very low this year; the rate on 3-month 
I'rciisury bills hovers near zero, and the rate on lO-year 
I'reasury note.s remains under 214: percent. 

Economic growth is projecied to slow in 2013 primarily 
because of federal fiscal tightening. Federal spending on 
goods and .services drops significantly in C30’s projec- 
tions, primarily as a result of the automatic spending 
reductions specified in current law. (Those reductions 
were slated to begin in January of this year but were 
delayed unril March by the American laxpaycr Relief 
Act.) Changes in rax rules are also expected to curtail 
growth in 2013- The 2 percentage-point cut in the pay- 
roll tax thar first went into effect in January 201 1 expired 
in January 2013, as did some reductions in tax rates orig- 
inally enacted in the Economic Growth and Tax Relief 
Reconciliation Act of 2001 (P.L. 107-16) and the Jobs 
and Growth Tax Relief Reconciliation Act of 2003 
(P.L. 108-27). I'hose changes will reduce after-tax income 
for many people, which will constrain the growth of con- 
sumer spending. That slowdown, in turn, will restrain 
overall growth in output and employment this year. 
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Figure 2*4. 

Actual Values and CBO’s Projections of Key Economic Indicators 
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Sources: Congressional Budget Office; Department of Commerce. Bureau of Economic Analysis; Department of Labor, Bureau of Labor 
Statistics; Federal Reserve. 

Notes: Real gross domestic product (GOP) is the output of the economy adjusted to remove the effects of inflation. 

The unemployment rate is a measure of the number of Jobless people who are available for work and are actively seeking jobs, 
expressed as a percentage of the labor force. 

The overall inflation rate is based on the price index for personal consumption expenditures; the core rate excludes prices for food 
and energy. 

Data are annual and are plotted through 2023. Forecast values for 2013 are labeled. 

For real GDP and inflation, actual data are plotted through 2011; the values for 2012 reflect CBO's estimates for the fourth quarter and 
do not incorporate data recently released by the Department of Commerce and the Department of Labor. Percentage changes are 
measured between the fourth quarters of successive years. 

For the unemployment rate and interest rates, actual data are plotted through 2012. 
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Table 2-1. 

CBO s Economic Projcxtioiis for Calendar Years 2012 to 2023 

Estimated, Forecast Projected Annuai Average 

201 ^ 2013 2014 2015-2018 2019-2023 


Gross Domestic Product 

Reai 1.9 

Nominai 3.7 

Inflation 

PCE price index 1.5 

Core PCE price index’ 1.5 

Consumer price index'* 1.9 

Core consumer price index** 1.9 

GDP price index 1.8 

Employment Cost Index' 1.9 

Unemployment Rate 7.8 ' 

Gross Domestic Product 

Real 2.3 

Nominal 4.1 

Inflation 

PCE price index 1.7 

Core PCE price index^ 1.7 

Consumer price index'’ 2.1^ 

Core consumer price index'"' 2.1' 

GDP price index 1.8 

Employment Cost Index'' 1.8 

Unemployment Rate (Percent) 8.1 ' 

Payroll Employment (Monthly change, in thousands) 157 ' 

Interest Rates (Percent) 

Three-month Treasury bills 0.1 ' 

Ten-year Treasury notes 1.8' 

Tax Bases (Percentage of GDP) 

Wages and salaries 44.1 

Domestic economic profits 9.6 


Fourth Quarter to Fourth Quarter (Percentage change) 


1.4 

3.4 

3.6 

2.2 

2.9 

5.3 

5,7 

4.3 

1.3 

1.8 

1.9 

2.0 

1.5 

1.9 

2.0 

2,0 

1.5 

2.0 

2.2 

2.3 

1-8 

2.0 

2.2 

2.3 

1.5 

1,9 

2.1 

2.0 

2.2 

3.3 

4.0 

3.6 

Fourth Quarter Level (Percent) 


8.0 

7.6 

5.5 ' 

5.2 

Year to Year (Percentage change) 


1.4 

2.6 

3.7 

2,3 

2.9 

4.4 

5.9 

4,3 

1.3 

1.7 

1.9 

2,0 

1.3 

1.8 

2.0 

2,0 

1.6 

1.9 

2.2 

2,3 

1.7 

2.0 

2.2 

2,3 

1.5 

1.8 

2.1 

2,0 

2.1 

2.9 

4.0 

3,6 


Calendar Year Average 



7.9 

7.8 

6,1 

5,4 

105 

182 

171 

75 

0.1 

0.2 

2,2 

4.0 

2.1 

2.7 

4.5 

5.2 

43.5 

43.9 

44.2 

44,9 

9.3 

9.7 

9.7 

7,7 


Source: Congressional Budge! Office. (Actual values for 2012 are from Department of Labor, Bureau of labor Statistics; Federal Reserve.) 
Notes; Economic projections for each year from 2012 to 2023 appear in Appendix B. 

The numbers shown here do not reflect the values for GDP and related series released by the Commerce Department’s Bureau of 
Economic Analysis on January 30 and the values released by the Labor Department's Bureau of labor Statistics for the employment 
cost index on January 31 and for payroll employment on February 1. 

PCE = personal consumption expenditures; GDP = gross domestic product. 

3. Excludes prices for food and energy. 

b. The consumer price index for all urban consumers. 

c. Actual value for 2012, 

d. The employment cost index for wages and salaries of workers in private industry. 

e. Value for 2018. 

f. Value for 2023. 
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If all of the fiscal tightening still embodied in current law 
for 2013 was removed, growth in real GDP would be 
about 1 Vi percentage points higher this year than CBO 
currently projects.'* About \Va percentage points of that 
effect comes from the automatic reductions in federal 
spending described in Chapter 1 , the expiration of the 
cut in payroll tax rates, and the increase in marginal tax 
rates on higher income; the spending changes and the 
combined tax changes account for about equal portions. 
(The spending changes have a smaller budgetary impact 
than the tax changes, but they affect GDP by a larger 
amount per dollar of budgetary cost.) The remaining 
percentage point comes from other, smaller changes 
in spending and taxes. Even if all of the scheduled fiscal 
tightening in 2013 was removed, the economy would 
remain below its potential !c\'el and the unemployment 
race would remain high for some time, CBO estimates. 

Gathering strength in some sectors will keep the econ- 
omy growing despite the impending fiscal tightening, 
CBO projects. For example, residential investment is 
expected to continue to improve, and increases in house 
prices and stock prices will boost households’ wealth. 
CBO anticipates that consumer spending will grow mod- 
erately, increa.sing aggregate demand. As a result, business 
investment will rise, helping to spur additional hiring and 
further bolstering the wealth of households. Continued 
easing of credit conditions will also support spendijig by 
households and bu.sinesses. 

The Economic Outlook for 2014 to 2018 

The growth of real GDP will pick up considerably begin- 
ning in 2014, CBO projects, after economic aciivit)' 
adjust's to this year’s fiscal tightening. In CBOs projec- 
tions, economic growth is 3.4 percent in 2014 and 
averages 3.6 percent per year in 2013 through 2018 
(sec Table 2-1). That growth closes the gap berw'een 
actual and potential GDP by 2017. As a result of that 
stronger economic growth, the unemployment rate in 
CBO’s forecast falls from 8.0 percent in the fourth quar- 
ter of 20 1 3 CO 6.8 percent in the fourth quarter of 201 5 
and then declines gradually to 5.5 percent in the fourth 
quarter of 201 8. 


9- Tluu estimate is informed by recent ch.inges to law and CBO’s 
previous .inaly.sis of the effects on GDP of fiscal tiglircning in 
2013. -See Congressional Budget Office. F.conomic Effects of Policies 
CoTitrihuring to Fiscal Tightening in 2013 (NovciiiIxt 2012), 
\\ww.cbo.gov-/pHblication/43694. 
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The quickening of economic growth in 2014 reflects 
CBOs projections of continued improvements in 
households’ income and wealth and in credit markets. 
Consumer spending will be supported by faster growth in 
wages and salaries (a result of more robu.st employment 
growth) and by continued gains in household wealth, 
owing to persistent increases in house prices and stock 
prices. Stronger demand for goods and services by house- 
holds, in turn, will encourage busines.ses to undertake 
investments in structures and equipment as well as to 
engage in further hiring. Greater availability of credit will 
also support consumer spending and business invest- 
ment. In addition, CBO expects that increased spending 
by federal, state, and local governments will add a small 
amount to overall demand after 2013. In contrast, net 
exports are likely to decline for much of the 2014-20] 8 
period while growth in the United States outpace.s growth 
among its major trading partners. 

From 2014 through 2018, CBO projects, the rare of 
inflation as measured by the PCE price index and its 
corresponding core index will rise slowly and then remain 
at 2 percent. CBO expects the CPI-U and its core 
version to increase a iirtle more rapidly chan their PCE 
counterparts. 

As economic grow'th and financial markets improve 
domestically and abroad, CBO anticipates, short-term 
and long-term interest rates will rise. In CBO’s forecast, 
moiYctary policymakers begin raising the federal funds 
rate in early 2016 and selling assets from the Federal 
Reserve’s securities portfolio later in that year. In addi- 
tion, CBO projects that as the effects of the financial cri- 
sis atid recession fade, and as economics in Europe 
improve, demand for risk-free U.S. Treasury securities 
will decline to a more normal level as demand for other 
assets increases. Finally, an improvement in economic 
growth will raise the demand for credit, purring upward 
pressure on interest rates more broadly. All told, the inter- 
est rate on 3-monch Treasury bills in CBO’s projection 
climbs from O.l percent in the fourth quarter of 2013 
to 4.0 percent in the fourth quarter of 2018 (see 
Figure 2-4). Over the same period, the rate on 10-year 
Treasury notes is projected to increase from 2.3 percent to 
5.2 percent. 

Some Uncertainties in the Economic Outlook 

Economic forecasts are always uncertain, but the uncer- 
tainty surrounding CBO’s forecast for the next several 
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years is especially great because the current business cycle 
has been unusual in a variety oF ways/*'’ Following the 
agency’s usual practice, CRO constructed Its forecast to 
lie in the middle of the distribution of possible outcomes 
for the economy given the fiscal policies that are 
embodied in current law. 

Even if no significant changes arc made to foscal policy, 
acfua! outcomes will undoubtedly differ from CBOs 
economic projections for various reasons. For example, 
the economy could grow considerably hi-Ster than CBO 
has forecast if exports are stronger as a result of more 
robust economic growth abroad than the ^cncy has pro- 
jected. Such an increase in exports could then speed the 
growth of employment and boost U.S. biisine.sses’ spend- 
ing on structures, equipment, and software, potentially 
leading to a self-reinforcing cycle of increased spending, 
hiring, and income generation. 

Outcomes that are worse than those in CBO’s forecast 
also arc po.ssible, however. For instance, if spending by 
businesses failed to improve after 201.3 (perhaps because 
of an increase in uncertainty or tightening in the avail- 
ability ofcrcdic owing to disruptions in financial mar- 
kets), then investmeiu and hiring could remain weak, 
Thar outcome could trigger a downturn in consumer 
spending and stall the recovery in the housing market, 
which could, in turn, reinforce the weakness in invesr- 
menr and hiring by bu,sine.s.scs. 

The Economic Outlook for 
2019 to 2023 

For the second half of the coming decade, CBO docs not 
attempt to predict cyclical ups and downs of the economy 
but assumes instead that real GDP will equal its maxi- 
mum sustainable level. Thus, CBOs as-sc-ssment of the 
outlook for output and income for 2019 to 2023 
depends on projections of trends in the factors of produc- 
tion chat underlie potential output: the size of the labor 
force, the stock of productive capital, and the productiv- 
iev of tho.se factors. CBOs projections of those trends 


10. For <ii,sciissioris oKuiui.siuil Icatures of the current business cycle, 
.see, for example. Con^ie.ssioiial Budget tMfice, The BuAgetnnd 
Txommuc Outhak: Fiscal Yean JO 1 1 to 202 1 (january 20!!), 
pp. 28-36. \e\*.Av.4.ho.gi)vqHibluJ!ion/2l9')9. and What Accounts 
for the Slow (irowth of the Ecoiwniy After the (November 

2012). v.Avcv.cl)o.guc/pi.hlKationM3/n?. 


FHliRl ARY 2013 

reflect the negative effects of the recession of 2()07~20()9 
and the ensuing slow recoverv as well as the impact of 
fiscal policy under current law. The projections through 
2023 further reflect the expectation that the Federal 
Reserve will keep inflation low and stable. 

Potential Output 

Potential GDP is projected to grow at an average annual 
rate of 2.3 percent between 2019 and 2023. .substantiaiiv 
below the average race since 1950 of 3.3 percent (see 
Table 2-2). That estimate is mainly a tc.su!c of slower pro- 
jected growth in the potential labor force (the labor force 
adjusted for v'ariations caused by the business cycle), i'har 
growth is expected to decline from its 1.5 percent average 
annual rate since 1950 to a 0.5 percent average annual 
rate during the coming decade, mostly ovving to the 
retirement of the baby-boom generation and an end to 
the long-standing increase in the labor force participation 
of women.'' For the nonfarm business sector, which 
makes up the bulk of the economy, CBC.') al.so expects the 
growth of capital .services (the How of services available 
from the stock of capital asset.s> such as equipment and 
structures) to be slower over the coming decade than it 
has been, on average, since 1950, primarily reflecting the 
slower growth of the labor force but also greater federal 
borrowing as a share of GDP. Similarly, CBO anticipates 
that the growth of potential coral factor productivity (the 
potential efficiency in producing goods and services — 
specifically, the average real output per unit of input from 
labor and capital services combined, adjusted for varia- 
tions caused by the business cycle) will be slower a.s well. 

CBO's projections for growth of all three factors that 
underlie potentiai output have been dampened by the 
recent recession and the en,suing slow recovery. In 
particular. CBO estimates the following: 

■ Persistent long-term unemployment will lead .some 
workers to leave the workforce earlier than they would 
have otherwise and will erode the skills of other 
workers, making it harder for them to find work in 
the coming years; 


i I . VC'ith that p.uv oi growth in the labor h)ac and a sivady 
uncmpioymait rate, (.350 projca.s that payroll ftnpiuymeiu 
will increase by 73,{)()0 per moiuh during die 2019-2023 period, 
also well below its historical average. 
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Table 2-2. 

Ke\ Assumptions in CBO’s Projection of Potential GDP 


(By calendar year, in percent) 







Projected Average 



Average Annual Growth 



Annual Growth 







Total, 



Total, 


1950- 

1974- 

1982- 

1991- : 

2002- 

1950- 

2013- 

2019- 

2013- 


1973 

1981 

1990 

2001 

2012 

2012 

2018 

2023 

2023 





Overall Economy 




Potential GDP 

3.9 

3.3 

3.1 

3.1 

2.2 

3.3 

2.2 

2.3 

2,2 

Potential Labor Force 

1.6 

2.5 

1.6 

i.3 

0.8 

1.5 

0,6 

0.5 

0.5 

Potential Labor Productivity^ 

2.3 

0.8 

1.5 

1.8 

1.4 

1.7 

1.6 

1.8 

1.7 





Nonfarm Business Sector 




Potential GOP 

4.0 

3.6 

3.2 

3.5 

2.5 

3.5 

2.6 

2.6 

2.6 

Potential Hours Worked 

1.4 

2.4 

1.6 

1.2 

0.5 

1.3 

0.5 

0.5 

0-5 

Capital Services 

3.8 

4.3 

4.1 

4.7 

2.3 

3.8 

3,3 

3.3 

3.3 

Potential TFP 

1.9 

0.7 

0.9 

1.3 

1.4 

1.4 

1.2 

1.3 

1.3 

Potential TFP excluding adjustments 

1.9 

0.7 

0.9 

1.2 

1.3 

1.4 

1.3 

1.3 

1.3 

Adjustments to TFP (Percentage points)^' 

0 

0 

0 

0.1 

0.2 

* 

* * 

0 

** 

Contributions to the Growth of 










Potential GOP (Percentage points) 










Potential hours worked 

0.9 

1.7 

1.1 

0.8 

0.3 

0.9 

0.3 

0.4 

0.3 

Capital input 

1.2 

1.3 

1.2 

1.4 

0.7 

1.1 

1.0 

1.0 

1.0 

Potential TFP 

1.9 

0.7 

0.9 

1.3 

1.4 

1.4 

1.2 

1,3 

1.3 

Total Contributions 

4.0 

3.6 

3.2 

3.5 

2.5 

3.5 

2.6 

2,6 

2.6 

Potential Labor Productivity' 

2.6 

1.2 

1.6 

2.3 

2.0 

2.1 

2.1 

2.1 

2.1 


Source: Congressional Budget Office. 

Notes: Potential GDP is the maximum sustainable level of output in the economy. 

GDP = gross domestic product; TFP = total factor productivity; * = between zero and 0.05 percentage points; 

** = between -0.05 percentage points and zero. 

a. The ratio of potential GDP to the potential labor force. 

b. The adjustments reflect CBO’s estimates of the effect of the unusually rapid growth of TFP between 2001 and 2003 and the effect of the 
2007-2009 recession on potential TFB 

c. The estimated trend in the ratio of potential GDP to potential hours worked in the nonfarm business sector. 

■ The cumulative effect of the projected rebound in 
investment over the next decade will not entirely make 
up for the inve,srmenr lost during the recession; and 

■ Growth in total factor productivity has been held 

down as the recession and slow recovery have delayed 
the reallocation of workens to their most productive 
uses, slowed the rate at which workers gain new skills 
as technologies evolve, and lowered spending by 2072 » 2022 (August 20 12)! Box 2-2, ^^\v^v, Lbo.gov/pubiication/ 

businesses on research and development. 43539. 


Combining those effects, CBO estimates that potential 
ourput will be about 1 '/a percent lower in 2023 than it 
would have been without the rece.ssion and slow recovery; 
each of rhe three factors accounts for about one-third of 
the reduction.'* 


12. l-or more discussion of chose effects, see Congressional Budget 
Office, An Update to t/ye liudeet and Ea/nornic Outlook: Fiscal }('.•??•)• 
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Figure 2>5. 

Labor Income 

(Percentage of gross domestic income) 


65 



0 L .._j. .J — __J_ ; 1_.. J L- i .. 

1950 1960 1970 1980 1990 2000 2010 2020 

Sources: Congressionai Budget Office; Department of Commerce, 
Bureau of Economic Analysis. 

Notes: Labor income is defined as the sum of the compensation 
of employees and CBO’s estimate of the labor share of 
proprietors’ income. Gross domestic income is the sum of alf 
income earned in the production of gross domestic product. 
Data are annual. Actual data are plotted through 2011. The 
value for 2012 reflects CBO’s estimate for the fourth quarter. 
Projections are plotted through 2023. 

UnempIoyTiient. Inflation, and Interest Rates 

In CBO’s projeccion.s, the unemployment rate jnchc.s 
down from 5.5 percent at the end of 201 8 to 5.2 percent 
by 2023. That decline niarche.s rhe decline over that .same 
period in the agency’s estimate of the natural rate of 
unemployment (the rate arising from all .sources except 
fluctuations in aggregate demand). CBO expects that the 
difficulty the long-terin unemployed face in finding 
jobs — for example, because of the erosion of their skills 
or because of employers’ perception that their absence 
from the job market is an indication of their quality as 
workers — will gradually diminish but not completely 
disappear by 2023; as a result, the natural rate of unem- 
ployment edges downward during the 2019-2023 period 
in CBO’s projection. 

Both inflation and core inflarion as measured by the PCE 
price index are forecasr to stay at 2.0 percent in rhe 
period from 2019 to 2023, in line with the Federal 
Reserve’s announced target for inflation. (Average infla- 
tion as measured by the CPi-U is projected to be slightly 
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higher.) CBO forecasts that the interest rates on 3'month 
Treasury bills and 10-year I'rcasury notes will average 
4.0 percent and 5.2 percent, respectively, for the period. 
Those rates are consistent with the historical relationships 
among interest rates, inflation, federal borrowing, and the 
factors that underlie rhe growth of potential CiDR In par- 
ticular, the rate on lO-year Treasury notes adjusted for 
inflation is projected to equal about 3 percent from 2019 
to 2023, higher chan its long-run historical average pri- 
marily because CBO forecasts a higher-than-average ratio 
of federal debt to GDP during that period. 

Projections of Income 

Economic activity and federal tax revenues depend not 
only on the amount of total income in the economy bur 
also on how that income i.s divided among its constituent 
parts: wages and salaries, domestic economic profits, pro- 
prietors’ income, interest and dividend income, anti other 
categories. CBO foreca.sts various categories of income by 
projecting their shares of total gro.ss domestic income 
(GDI). (In principle, GDI equals GDP because the costs 
of production are tracked as income; in practice, they dif- 
fer because of difficulties in mca.suring both quantities.) 

Libor income has fallen as a share of GDI during the eco- 
nomic recover)', continuing its previous downward trend 
(sec Figure 2-5).‘‘'' CBO e.srimates that labor’s share aver- 
aged 59.4 percent in the fourth quarter of 2012, down 
from 61.0 percent in the second quarter of 2009 (at the 
end of rhe recession). Much of that weaknes.s can be 
attributed to slower growth during the past few years in 
wages and salaries (the largest component of labor 
income) relative to growth in the other components of 
GDI. Historically, labor’s share of income tends to 
decline early in recoveries and rise later. In CBO s projec- 
tions, labor income grows faster than GDI over the next 
decade, bringing its share to 6 1.0 percent in 2023 — still 


13. CHO defines labor income as the sum of'cmployec.s' compensa- 
tion and a percentage ol proftrictors' iiicoiric, where that porcetu- 
agf c-quals employees' ctjinpcnsaiicm as a share of the difference 
between CiDI and proprietors’ income, in the past, (,!bO defined 
labor income as the sum ofemploycc-s' compensation and 
65 percent of proprietors' inconte, following the convention 
used most often in the economics literature. However, CBO 
recently reassessed its allocation oi proprietors’ income among the 
categories of lalwr and capital income in light of new research. See 
Congressional Busiget OftK;c, Ihxatmi of Capital and Labor 

Through the Selj-F.mploymcnt 7ri.v (Scptcmhei 2012), pp. 16-17, 
\ww.cbo.gov/piiblication/'l3644. 
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bciow its average of about 6 1 '/2 percent in recent decades. 
That increase stems from faster growth in real hourly- 
labor compensation, which picks up during the first half 
of the projection period in response to stronger demand 
for labor and then remains strong during the latter years 
of the period, when it is assumed to match the growth of 
labor productivity and cause growth in lalM>r income to 
exceed the growth of other types of income. 

Domestic economic profits, CBO estimates, were 
9.7 percent of GDI in 2012 and will decline slightly as a 
share of GDI in 2013 as the economy slows a bit.*'* CBO 
expects that profits’ share will then rise through 2016 
before falling again thereafter — to about 7.3 percent in 
2023 — because of the rising burden of corporate interest 
payments, depreciation on the larger stock of business 
capital, and growth in labor income. 

Comparison with Other Economic 
Projections 

CBO’s current economic forecast differs in some impor- 
tant respects from the forecast it issued in August 2012. 
The forecast also differs in various ways from the Blue 
CMp consensus forecast published in January and from 
the Federal Reserve’s forecasts presented at the December 
2012 meeting of the Federal Open Market Committee. 

CBO’s current forecast for the growth of output in 2013 
(1.4 percent) is significantly higher than its forecast from 
last August, when the agency projected that real GDP 
would decline by 0.5 percent (see Fable 2-3). The 
August forecast was heavily influenced by the sharp fiscal 


14. Domestic economic profits arc corporations' tlomc.stic profits 
adjusted to remove distortions in dcjireciation allowances caused 
by tax rules and to exclude the effects of inflaiion on the value of 
inventories, Domestic economic profits exclude cenain income 
of U.S, 'based multinational rorponuions that U derived from for- 
eign sources, mo.st of which does not generate corporate income 
rax receipts in the United States. 
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tightening that had been scheduled to take effect in Janu- 
ar\' 2013. How'-ever, the American Taxpayer Relief Act 
removed part of that fiscal lightening, boosting projected 
growth in real GDP in 2013 by bewcen IVz and 
1-M percentage points. That effect, along with better- 
than-expected news about the economy, led CBO to 
revise upward its projected growth rate for real GDP this 
year. 

in contrast, CBO has revised downward its projection of 
the level of potential GDP in 2022, the last year of 
CBOs pre\'ious projections, by roughly 0.5 percent. That 
change primarily reflects data revisions that reduced his- 
torical estimates of capital services and, in turn, CBO ’s 
projection of chose services. In addition, CBO estimates 
that greater federal borrowing under current law relative 
CO the path in CBO’s previous projections would reduce 
the size of the capital stock. That reduction would occur 
because, by CBO’s estimates, federal borrowing would 
rake up a larger share of the saving potenriaily available 
for privarc investment. Consistent with that greater fed- 
eral borrowing and smaller capital stock, CBO raised its 
projection of the interest rate on lO-ycar Treasury notes 
in the latter part of the projection period to 5.2 percent 
from 5.0 percent in the previous projection. 

CBO forecasts a weaker economy in the near term — with 
lower Gt)P growth in 2013 and a higher rate of unem- 
ployment over the next few years — than is forecast by 
the Blue Chip consensus or the Federal Reserve (see 
Table 2-4). Those difl'crences in forecasts probably result 
from a variety of factors, including the economic data 
available when rhe forecasts were completed, the models 
used by the forecasters, and varying assumptions about 
future federal taxes and sj'icnding. In particular, a number 
of ocher forecasters report that they expect lawmakers to 
postpone some of the remaining near-term fiscal tighten- 
ing, whereas CBO’s forcatsc, based on current law, does 
not include such expectations. 
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Table 2-3. 


Comparison of CBO’s Current and Previous Economic Projections for 
Calendar Years 2012 to 2022 



Estimated, 


Forecast 

Projected Annual Average 


2012 

2013 

2014 

2015-2018 

2019-2022 



Fourth Quarter to Fourth Quarter (Percentage change) 


Real GOP 

February 2013 

1.9 

1.4 

3.4 

3.6 

2.2 

August 2012 

2.1 

-0.5 

4.4 

3.9 

2.3 

Nomina! GDP 

February 2013 

3.7 

2.9 

5.3 

5.7 

4.3 

August 2012 

3.9 

0.8 

6.0 

5-9 

4.4 

PCE Price Index 

February 2013 

1.5 

1.3 

1.8 

1.9 

2.0 

August 2012 

1.4 

1.4 

1.7 

1.9 

2.0 

Consumer Price Index'^ 

February 2013 

1.9*^ 

1.5 

2.0 

2.2 

2.3 

August 2012 

1.3 

1.6 

1.9 

2.2 

2.3 

GDP Price Index 

February 2013 

1.8 

1.5 

1.9 

2,1 

2.0 

August 2012 

1.8 

1.4 

1,6 

1.9 

2.0 

Employment Cost Index*^ 

February 2013 

1.9 

2.2 

3.3 

4.0 

3,6 

August 2012 

2.6 

2.4 

3.4 

4,4 

3.7 

Rea! Potential GDP 

February 2013 

1.7 

1.8 

2.0 

2.4 

2.2 

August 2012 

1.7 

1.6 

1.9 

Calendar Year Average 

2,4 

2.3 

Unemployment Rate (Percent) 

February 2013 

8.1^ 

7.9 

7.8 

6.1 

5.4 

August 2012 

8.2. 

8.8 

8.7 

6.5 

5.4 

Interest Rates (Percent) 

Three-month Treasury bills 

February 2013 

0.1 

0.1 

0.2 

2.2 

4.0 

August 2012 

0.1 

0.1 

0.2 

2.2 

3.8 

Ten-year Treasury notes 

February 2013 

1.8 ” 

2.1 

2.7 

4.5 

5,2 

August 2012 

1.8 

1.8 

2.4 

4,0 

5,0 

Tax Bases (Percentage of GDP) 

Wages and salaries 

February 2013 

44.1 

43.5 

43.9 

44,2 

44,9 

August 2012 

44.1 

44.0 

44.1 

44.7 

45.4 

Domestic economic profits 

February 2013 

9.6 

9.3 

9.7 

9,7 

7.9 

August 2012 

10.4 

9.0 

9.4 

9.3 

7.6 


Source: Congressional Budget Office. {Actual values for 2012 are from Department of Labor, Bureau of Labor Statistics; Federal Reserve.) 

Notes: Estimated values do not reflect the values for GOP and related series released by the Commerce Department’s Bureau of Economic Analysis on 
January 30 and the values for the employment cost index released by the Labor Department’s Bureau of Labor Statistics on January 31. 

GDP s: gross domestic product; PCE = personal consumption expenditures. 

a. The consumer price index for all urban consumers. 

b. Actual value for 2012, 

c. The employment cos! index for wages and salaries of workers in private industry. 
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Table 2-4. 

Comparison of Economic Projections by CBO, the Blue Chip Consensus, and the 
Federal Reserve 

(By calendar year) 

Real GDP 
CBO 

Blue Chip 
Federal Reserve 
Range 

Central tendency 

PCE Price Index 
CBO 

Federal Reserve 
Range 

Central tendency 

Core PCE Price Index'’ 

CBO 

Federal Reserve 
Range 

Central tendency 
Consumer Price Index'’ 


CBO 

1.9 

1.5 

2.0 

2.1 

2,3 

Blue Chip 

1.9 

1.9 

2.2 

n.a. 

n.a. 

GDP Price Index 

CBO 

1.8 

1.5 

1.9 

2.1 

2.0 

Blue Chip 

2.0 

1.8 

2.0 

n.a. 

n.a. 


Continued 


Estimated, 

2012 2013 2014 2015 longer Run^ 

Fourth Quarts- to Fourth Quarter (Percentage Change) 


1.9 

1.4 

3.4 

4.4 

2,2 

1.9 

2.2 

2.8 

n.a. 

n.a. 

1,6 to 2.0 

2.0 to 3.2 

2.8 to 4.0 

2.5 to 4.2 

2.2 to 3.0 

1,7 to 1.8 

2.3 to 3.0 

3.0 to 3.5 

3,0 to 3.7 

2.3 to 2.5 

1.5 

1.3 

1.8 

1.9 

2.0 

1.6 to 1.8 

1.3 to 2.0 

1.4 to 2.2 

1.5 to 2,2 

2,0 

1.6 to 1.7 

1.3 to 2.0 

1.5 to 2.0 

1.7 to 2,0 

2,0 

1,5 

1.5 

1.9 

1.9 

2.0 

1.6 to 1.8 

1.5 to 2.0 

1.5 to 2.0 

1.7 to 2.2 

n.a. 

1.6 to 1.7 

1.6 to 1.9 

1.6 to 2.0 

1.8 to 2.0 

n.a. 
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FEBRUARY 20 13 


• . . 4 Projections by CBO, 

the Bl«i? C'Wp , . 


{By calendar year) 

Estimated, 

2012 

2013 

2014 

2015 

Longer Run® 

Unemployment Rate 

CBO 

7.8 “ 

Fourtit Quarter Level (Percent) 

8.0 7.6 6.8 

5.2 

Blue Chip 

7.8 ' 

7.5 

7.0 

n.a. 

n.a. 

Federal Reserve 

Range 

7.7 to 8.0 

6.9 to 7.8 

6.1 to 7.4 

5.7 to 6.8 

5.0 to 6.0 

Centra! tendency 

7.8 to 7.9 

7.4 to 7.7 

6.8 to 7.3 

6.0 to 6.6 

5.2 to 6,0 

Interest Rates 

Three-month Treasury bills 

CBO 

0,1 ‘ 

0.1 

0.2 

0,3 

4.0 

Blue Chip 

0,1 " 

0.1 

0.3 

n.a. 

n.a. 

Ten-year Treasury notes 

CBO 

1.7' 

2.3 

2.9 

3.8 

5,2 

Blue Chip 

1.7" 

2.2 

2.7 

n.a. 

n.a. 


Sources: Congressional Budget Office; Aspen Publishers, Blue Chip Economiclndic3tors('i3mzr^ 10, 2013); Board of Governors of the 
Federal Reserve System, "Economic Projections of Federal Reserve Board Members and Federal Reserve Bank Presidents, 
December 2012” (December 12, 2012), www.feder3treserve.gov/monet3rypolicy/files/fomcprojt3bl20121212.pdf: Department of 
Labor, Bureau of Labor Statistics; Federal Reserve. 

Notes; The Blue Chip consensus is the average of about 50 forecasts by private-sector economists. The range of estimates from the Federal 
Reserve reflects the forecasts of the members of the Board of Governors and the presidents of the Federal Reserve Banks. The central 
tendency is that range without the three highest and three lowest projections. 

The Blue Chip consensus does not provide forecasts of the PCE or core PCE price indexes. The Federal Reserve does not provide 
forecasts of the consumer price index, the GDP price index, or interest rates. 

Estimated values for GDP and related series do not reflect the values for the fourth quarter of 2012 released by the Commerce 
Department’s Bureau of Economic Analysis on January 30. 

GDP = gross domestic product; n.a. = not applicable; PCE = personal consumption expenditures. 

a. For CBO, values are for 2023. For the Federal Reserve, values represent assessments of the rate to which each variable would be expected 
to converge under appropriate monetary policy and in the absence of further shocks to the economy. 

b. Excludes prices for food and energy. 

c. The consumer price index for all urban consumers. 

d. Actual value for 2012. 
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A 


Changes in CBO’s Baseline Since August 2012 


H he Congressional Budget Office (CBO) anticipates 
that in the absence of further legislation affecting 
spending and revenues, the deficit for 2013 will be 
S845 billion, or S204 billion more than the agency 
projected in August, when it released its previous set of 
baseline budgetary projections {see Table A-1).’ CBO 
now estimates that the cumulative deficit over the 2013- 
2022 period, under current law, will be $6.8 trillion, 
which is $4.6 trillion more than it projected in August. 
The enactment of legislation, most notably the American 
Taxpayer Relief Act of 2012 (Public Law 112-240), 
boosted the cumulative deficit by an estimated S4.7 tril- 
lion; togerher, changes in the economic outlook and 
other, technical, changes offset $129 billion of that 
increase. (For a description of the American Taxpayer 
Relief Act, see Box 1-1 in Chapter 1.) 

For 2013, CBO estimates, revenues will be $204 billion 
less and outlays $1 billion lower than it had previously 
projected. Enactment of the American Taxpayer Relief 
Act will reduce revenues by an estimared $280 billion; 
that reduction is partially offset by increases in projected 

1, Those projections were reponed in Ct>ngrcssional Budget Office, 
An Ululate to the Budget and liennomk Outlook: Fiscal Years 2012 
to 2022 (August 20 i 2), wwvv.i;:i><>.g(.n’/pubiication/43539. 

CBO constructs its baseiinc in accordance with provisions of the 
Balanced Budget and Emergency Deficit Control Act of 1985 
.and the Congressional Budget and Impoundment Control Act of 
1974. To project revenues and mandatory spending, CBO 
assumes tiiat current laws, wicii only a few exceptions, will remain 
unchanged. To project discretionary spending, CBO assumes 
that appropriarions through 202 1 will adhere to the caps and 
automatic spending reductions referenced in the Budget Control 
Act of 2011 (Public i..aw 1 12-25) .ind that appropriations for 
2022 and 2023 will grow from the 2021 amount at the rate of 
infl.ation. The resulting b.aseline projections are not intended to be 
a prediction of future budgetary outcomes; rather, the)' serve as a 
benchmark chat Jawrmikcrs can use to measure the potential 
effects of t.ax or spending propo.sals. 


revenues because of economic and technical change.s. The 
small drop in estimated outlays for the current year is 
the net result of nearly offsetting changes: reductions for 
technical reasons in CBO’s estimates of both discretion- 
ary and mandatory spending ($58 billion), mostly offset 
by an estimated increa.se in mandatory outlays resulting 
from recent legislation ($41 billion), and other, smaller 
increases ($16 billion). 

For the 2013-2022 period, the change in deficits is 
dominated by a projected reduction in individual income 
tax receipts stemming from provisions in the American 
Taxpayer Relief Act; by itself, that reduction results 
in a projected increase of $3.2 trillion in the cumulative 
deficit over the 10-year period (excluding added debt- 
service costs). In all, revenues for that period are now 
projected to be about 9 percent le,ss and outlays are pro- 
jected to be about 2 percent le.ss than the amounts CBO 
projected in August 2012. 

The changes in CBO’s baseline include updates to the 
agency’s projections of the budgetary effects of provisions 
in the Affordable Care Act that involve health insurance 
coverage.^ Although several components of its estimates 
have changed since August, the difference in the net 
budgetary impact for the 2013-2022 period is les.s than 
$500 million. 

legislative Changes 

Legislation enacted since the agency prepared its August 
baseline has had a substantial impact on CBO’s estimates 

2. The Affordable Care Act comprises the Patient Protection and 
Affordable Care Act (PL. 1 1 1-!48) and the health care provisions 
of the Health Care and Education Reconciliation Act oi 20 1 0 
(PL. 1 1 1-1 52) and, in the case of this document, the effects of 
subsequent related judicial decisions, scamrory changes, and 
admini.strative actions. 
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Table A<1. 

(]luinj»es in (!BO’s Baseline Projections of the Deficit Since August 2012 


Total 

2013- 2013- 



2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 2017 2022 

Deficit in CBO's August 2012 Baseline 

-641 

-387 

-213 

-186 

-123 

-79 

-130 

-142 

-144 

-213 -1,549 -2,258 






Legislative Changes 



Changes in Revenues 











Individual income taxes 

-224 

-258 

-254 

-277 

-304 

-330 

-351 

-379 

-410 

-443 -1,317 -3,232 

Corporate income taxes 

-55 

-15 

9 

5 

4 

2 


-1 

-2 

-2 -52 -54 

Social insurance taxes 

* 

-1 

-1 

-1 

-1 

■1 

-1 

-1 

-1 

-1 -2 -5 

Other 

* 

-25 

-30 

-33 

-36 

-39 

-42 

-45 

-48 

-5.1 -.124 -348 

All Changes in Revenues 

-280 

-299 

-275 

-305 

-337 

-367 

-393 

-426 

-461 

^7 -1,495 -3,639 

Changes in Outlays 











Mandatory 











Refundable tax credits 

0 

36 

37 

37 

37 

37 

23 

23 

23 

23 148 277 

Unemployment compensation 

22 

8 

0 

0 

0 

0 

0 

0 

0 

0 30 30 

Medicare 

13 

4 

-3 

-3 

-3 

* 


-1 

-1 

■1 8 5 

Other 

5 

0 

0 

2 

4 

1 

* 

■* 


■4 11 7 

Subtotal 

41 

48 

34 

36 

38 

38 

22 

22 

22 

18 197 319 

Discretionary 

9 

-8 

-7 

•3 

2 

5 

7 

9 

10 

11 -8 35 

Debt service 

1 

5 

7 

20 

42 

73 

96 

122 

153 

185 75 704 

All Changes in Outlays 

50 

45 

34 

52 

82 

116 

126 

153 

iss 

213 264 1,057 

Total legislative Changes^ 

-330 

-344 

-309 

-358 

-419 

•483 

'519 

-579 

-645 

-710 '1,760 -4,696 






Economic Changes 



Changes in Revenues 











Individual income taxes 

20 

32 

34 

29 

24 

10 

* 

-3 

■4 

* 139 142 

Corporate income taxes 

■13 

-1 

-5 

* 

9 

12 

11 

10 

7 

2 -11 31 

Social insurance taxes 

4 

6 

*■ 

■5 

-9 

-15 

-19 

■20 

-19 

■16 -5 -94 

Other 

1 

3 

2 

■1 

1 

3 

1 

1 

1 

1 5 11 

All Changes in Revenues 

13 

39 

30 

22 

24 

' 9 

-7 


-15 

-13 128 90 

Changes in Outlays 











Mandatory 











Student loans 

2 

3 

4 

5 

6 

5 

3 

2 

2 

2 21 35 

Social Security 

4 

4 

4 

5 

4 

2 

1 

* 

-1 

■3 20 19 

Other 

-4 

-5 

* 

1 

1 

2 

2 

2 

* 

■2 -9 -5 

Subtotal 

1 

2 


n 

10 

9 

6 

3 

1 

■2 32 50 

Discretionary 

-1 

* 

* 

* 

-1 

-1 

-2 

■2 

-2 

■2 -1 -11 


Net interest 
Debt service 
Other 
Subtotal 

Ail Changes in Outlays 
Total Economic Changes” 


* 

* 

* 

-1 

-I 

■1 

* 

2 

4 

5 

■3 

7 

* 

7 

8 

8 

14 

31 

31 

30 

28 

28 

37 

186 


7 

8 

7 

B 

30 

3i 

32 

32 

33 

34 

192 

1 

8 

16 

19 

22 

38 

35 

33 

31 

29 

65 

231 

12 

31 

15 

4 

2 

-29 

-42 

-46 

-46 

-42 

63 

-141 


Continued 
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‘(i Clitl's BsiscHn 


iS ^ 

l>f 










(Billions OT aoiiars ) 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

Total 

2013 - 2013 - 
2017 2022 

Changes in Revenues 

Individual income taxes 

43 

38 

40 

37 

Technical Changes 

21 15 3 -2 

-8 

-14 

179 

172 

Corporate income taxes 

21 

10 

4 

2 

8 

10 

11 

10 

10 

10 

44 

95 

Social insurance taxes 

-9 

-3 

-5 

-8 

-13 

-16 

-17 

■19 

-21 

•25 

-38 

■136 

Other 

8 

10 

37 

26 

-21 

-42 

-48 

■61 

•47 

-22 

60 

-160 














All Changes in Revenues 

63 

55 

76 

57 

-5 

-33 

-50 

-72 

-67 

-51 

245 

-29 

Changes in Outlays 

Mandatory 

Medicaid 

-2 

-9 

-11 

-10 

-16 

-24 

-31 

-38 

•44 

-52 

-48 

-236 

Medicare 

-6 

■9 

-9 

-9 

-10 

-11 

-15 

-18 

•22 

-29 

-42 

-137 

Veterans' compensation and pensions 

5 

8 

9 

12 

12 

11 

U 

13 

12 

13 

45 

108 

Fannie Mae and Freddie Mac 

-29 

* 

* 

* 

-1 

-1 

■1 

•2 

-3 

-6 

-30 

•44 

Other 

1 

-8 

-1 

-3 

5 

8 

4 

2 

1 

4 

-6 

13 














Subtotal 

-31 

-19 

-11 

•10 

-10 

•18 

-30 

•43 

-56 

•69 

-81 

-296 

Discretionary 

•27 

-15 

•3 

•8 

•4 

1 

2 

2 

2 

2 

-56 

-47 

Net interest 

Debt service 

* 

1 

6 

4 

-7 

-17 

-18 

-23 

-22 

-17 

5 

-92 

Other 

5 

3 

7 

8 

10 

14 

15 

24 

27 

25 

32 

137 

Subtotal 

5 

4 

13 

12 

3 

-2 

■3 

1 

5 

7 

37 

45 

Ail Changes in Outlays 

-52 

-30 

-1 

-7 

-10 

-19 

-31 

-40 

-49 

-60 

-100 

-298 

Total Technical Changes* 

114 

84 

78 

64 

5 

-14 

-20 

-32 

-19 

8 

345 

269 

Total Effect on the Deficit* 

-204 

-229 

-217 

-290 

-412 

All Changes 

-526 -580 

-656 

-710 

-744 

-1,352 

-4,568 

Deficit in CBOs February 2013 Baseline 

-845 

-616 

-430 

-476 

-535 

-605 

-710 

-798 

-854 

-957 

■2,901 

-6,825 

Memorandum: 

Effects on the Deficit 

Changes in revenues 

-204 

-206 

-168 

-226 

-318 

-391 

-450 

-511 

-543 

-561 

- 1,122 

- 3,577 

Changes in outlays 

1 

-23 

•49 

-64 

■94 

-135 

-130 

■146 

-167 

■183 

-230 

■990 


Source: Congressional Budget Office, 

Note: * = between -$500 million and $500 million. 

a. Negative numbers indicate an increase in the deficit; positive numbers indicate a decrease in the deficit. 


of' revenues and outlays. By itself, the American Taxpayer 
Relief Act boosted projected dcfkit,s by $4.0 trillion, 
excluding dcbt-.service costs (.see Box 1-1 in Chapter 1). 
As a result of that and other new laws, CBO has increased 
its estimate of the deficit by $33 1 billion for 20 13 and by 
S4.7 trillion (including debt service) for the 2013-2022 
period, 


Changes to Projections of Revenues 

Because of the American Taxpayer Relief Act (and other 
legislation that will have much smaller effects on the 
budget), CBC) has significantly reduced its projections 
of revenues for the next decade. Specifically, the agency 
lowered its projections of revenues by $280 billion for 
2013 and by an additional $3.4 trillion for the 20 1 4- 
2022 period, which is in accord with estimates made by 
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the staff of the Joint Committee on Taxation (jCT). (The 
act also will result in a SO. .3 trillion increase in outlays for 
refundable tax credits, according to JCT s estimates.) 

The act’s most significant effects appear in receipts from 
individual income taxes; CBO reduced its projection for 
those revenues by $224 billion for 2013 and by $3.2 tril- 
lion for the 2013-2022 period. The law permanently 
extended several revenue-reducing provisions that had 
been set to expire on December 31, 2012. Most of those 
provisions were originally enacted in the Economic 
Growth and fax Relief Reconciliation Act of 2001 and 
the Jobs and Growth fax Relief Reconciliation Act of 
2003 and were then extended for rwo years in December 
2010. (The American Taxpayer Relief Act did not extend 
several expiring tax provisions that applied to the income 
of high-income taxpayers, however.) The law also will 
reduce revenues from individual income taxes because it 
permanently extended the higher exemption amounts for 
the alternative minimum tax, which had expired, and 
indexed them for inflation. 

Furthermore, the American Taxpayer Relief Act modified 
laws concerning estate and gift taxes, extending most fea- 
tures that were in effect in 2012 but raising the top tax 
race by 5 percentage points, to 40 percent. Because the 
cop rate under prior law was scheduled to rise to 55 per- 
cent and the amount subject to raxes was scheduled to 
rise after 20 1 2, CBO reduced its projections for revenues 
from estate and gift taxes by .$348 billion for the next 
decade. 

Legislation also caused CBO to lower its projection of 
revenues from corporate income raxes — by $54 billion 
for the 2013-2022 period; the largest change was for 
2013. The effects stemmed mostly from a one-year exten- 
.s'ion of provisions chat allow businesses to accelerate 
deductions for the co,sr of acquiring equipment and a 
two-year extension of a host of bu-siness tax credits and 
deductions. 

Changes to Projections of Outlays 

Since August, CBO has raised the amount it estimates 
for outlays in fiscal year 2013 by $51 billion because of 
legislative actions that arc projected to boost mandatory 
outlays by $41 billion and discretionary outlays by 
$9 billion, For the 2013-2022 period, outlays are now 
projected to be higher by $1.0 trillion (or 2.4 ptercent), 
largely because of higher debt-service costs related to 
enacted legislation and increa.scd outlays for refundable 
tax credits. 


I-1;BRI'ARV2013 

Mandator)^ Spending. CBO and JCT estimate chat the 
American Taxpayer Relief Act will result in an increase of 
$309 billion in mandatory spending over the 2013-2022 
period. (That total docs not include the $24 billion cost 
of eliminating a portion of this year’s automatic spending 
reductiorts: much of that effect is classified as discretion- 
ary- spending in the baseline.) Most of that increase 
($277 billion) is the result of additional payments for cer- 
tain refundable tax credits (which are recorded in the 
budget as outlays). Among other provisions, the law also 
extended emergency unemployment compensation 
(which CBO estimates will boost outlays bv $30 billion 
over the 2013-2014 period) and delayed by one year 
.scheduled cuts in Medicare’s payments to physicians (rais- 
ing estimated outlays by $25 billion over the 10-year 
period); ocher changes to Medicare yielded estimated 
savings of $20 billion for that period,’' 

Discretionary Spending. Since August, CBO has 
increased its baseline projections of discretionary .spend- 
ing by $9 billion for 2013 and by o$35 billion for the 
201.3-2022 period. Those increases arise mainly from the 
baseline’s treatmenr of supplemental funding provided in 
response to Hurricane Sandy and of appropriations in 
2013 for overseas contingency operations. 

In January, the Dfsastcr Relief Appropriations Act, 2013 
(P.L. 1 13-2), provided about $50 billion in discretionary 
budget authority for relief and recovery from Hurricane 
Sandy. Most of that amount, $4l billion, was designated 
as emeigcncy spending and hits been extrapolated fully in 
CBO’s baseline. The law also provided $5 billion in fund- 
ing designated for disaster relief (as defined in the Budget 
Control Act) and S3 billion that was not designated 
cither as emergency funding or for disaster relief; both 
amounts are extraj’>olated in CBO's baseline but are sub- 
ject ro constraints imposed by the Budget Control Act in 
future years. OvcM'aii, the additional funding for 2013 and 
the extrapolation of those supplemental appropriations 
added about $330 billion to CBO’s projections of dis- 
cretionary outlays for the 2013-2022 period. 

As a result of the Continuing Appropriations Resolution, 
2013 (P.L. 1 12-175), enacted in vScpccmber 201 2. 
funding for overseas contingency operations in 2013 is 


3. Overall. CBO estimates tliat the American 'laxpaycr Relief Act 
will increase Medicare’s ouibys by $3 billion for rhe 2013-2022 
period; taking account of the effects of provisions of the legislation 
related to other health care programs yields a net increase for the 
period of about S I billion in ontlays for such programs (including 
Medicare). 
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$27 billion less than the amount chat had been projected 
in the previous baseline (that amount was equal to the 

2012 appropriation, adjusted tor intlarion). Extrapolating 
that smaller amount of funding reduce,s the projection of 
outlays for the 2013-2022 period by $277 billion. 

The American Taxpa\'er Relief Act also altered the auto- 
matic enforcement procedures established in the Budget 
Control Act that require reductions in 2013 for discre- 
tionary and mandatory funding. The law delayed the 
procedures’ implementation by two montlvs and 
decreased the amount of the reduction required for 2013 
by a total of $24 billion, most of it in the category' of 
discretionary spending. That change boosted CBOs 
baseline projection of discretionary outlays by $22 billion 
for the 2013-2022 period. (That incrca.se was offset by' 
certain other changes to revenues and spending that were 
made by the act.) Other changes stemming from the 
amount of funding provided in the continuing resolution 
reduce discretionary outlays in the baseline by about 
$40 billion between 2013 and 2022. 

Economic Changes 

CBOs latest economic forecast incorporate.s updated 
projections of gross domestic product, the unemploy- 
ment race, interest rates, inflation, and other economic 
variables that affect federal outlays and revenues (see 
Chapter 2). Those updates have led CBO to trim its 
projection of the deficii for 2013 by $12 billion and to 
increase its projection of the cumulative deficit for the 
2013-2022 period by $14 1 billion, mostly because of the 
increased cost of interest on the debt. 

Changes to Projections of Revenues 

Revisions to CBO’s economic foreca,sc caused the agency 
to increase its projections of revenues by $ 1 3 billion for 

2013 and by $90 billion (or 0,2 percent) for the 2013- 
2022 period. Compared with the projections released in 
August, revenues are now expected to be $138 billion 
greater for the first parr of the projection period, from 
2013 to 2018, but $47 billion lower for the 2019-2022 
period. 

For the finst half of rhe period, CBO increased its projec- 
tions of personal income — including wages and salaries, 
interest income, and proprietors’ income — in part 
because of the enactment of rhe American Taxpayer 
Relief Act and its removal of much of the fiscal tightening 
scheduled under prior law. All else being equal, those 
changes in income imply higher rcvenuc.s from individual 
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income taxes and social insurance taxes. The effects on 
social insurance revenues were largely offset, however, by 
an estimated rediicrion in receipts from state unemploy- 
ment taxes (which are counted as federal revenues); CBO 
expects that larger balances in state unemployment trust 
funds will lead states to reduce their unemployment 
taxes. 

CBO projects lower wages and salaries for the .second half 
of the period, which would also reduce the amounts it 
anticipates in rev'enucs from individual income and social 
insurance taxes. But the agency's estimates of receipts 
from individual income taxes have changed little since 
August because reductions in wages and salaries have 
been offset by increases in interest income and propri- 
etors’ income. CBO increased the amount it projects for 
receipts from corporate income taxes to reflect an antici- 
pated increase in domestic corporate profits. 

Changes to Projections of Outlays 

Revisions to CBO’s economic foreca.sr have prompted the 
agency to incrca.se its estimates of outlays (including debt 
service), boosting them by $1 billion for the current year 
and by $231 billion (or 0.5 percent) for the 2013-2022 
period. The change for the lO-y'car period is mostly the 
result of higher projected interest rates. 

Net Interest. Economic revisions to CBO’s projections 
of spending for net interest have two components: the 
effects of changes in the agency’s projections of interest 
rates and inflation and the effects on rhe government’s 
borrowing that result from the impact of economic 
changes on revenues and noninterest outlays. Overall, 
CBO projects that changes in the economic forecast will 
result in outlays for net interest over the 201.3-2022 
period that are $192 billion higher than rhe amount it 
estimated in August. Almost ail of that change stems 
from CBO’s updated projections of interest rates and 
inflation, which in turn have resulted in estimates of net 
interest that are $186 billion higher than they were in 
August. CBO now expects higher interest rate,s for most 
securities throughout the 2013-2022 period. Upward 
revisions to interest rates for securities w'ith a maturity of 
less than one year range from 1 basis point to 45 basis 
points for chat period.'^ For securities with a maturity of 
two years or more, upward revisions range from 1 basis 
point to 58 basis points for the same period. 


4. A basis point is one onc-liuiidredih ot a pcicciii.igc poinc. For 
example, the difference between interest rates of 1 .0 percent atid 
1.5 percent b 50 basis points. 
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Mandatory Spending. Ujxlarcs to its economic forecast 
caused CBO to raise its estimates of mandatory outlays 
tor the current year bv S2 billion and for the 2013-2022 
period by S50 billion. 

Student Loans. Consistent with the procedures set forth in 
the Federal Credit Reform Act of 1990, annual outlays 
lor the student loan program represent the costs of the 
subsidie.s provided by the government. Those costs are 
measured as the present value of the future cash flows 
a,ssociatcd with new federal loans disbursed each year, cal- 
culated using the Department of the Treasury’s borrowing 
rates to discount those cash flows.' In updating its eco- 
nomic forecast, CBO raised its estimate of chose rates for 
the 2013-2022 period. With higher disxount rates, the 
estimated present value of future cash flows associated 
with student loans decreases (that is, such cash flows are 
discounted more). Because those future cash flows will be 
income to the government (in the form of loan repay- 
ments, interest payments, and default recoveries), CBO 
now anticipates that net outlays for .student loans over 
the 2013-2022 period will be S35 billion higher than it 
projected in August. (On balance, C30 estimates that 
the student loan program produces net negative subsidies 
under the Federal Credit Reform Act’s present-value 
methodology: the revised, higher discount rates produce 
tower estimates of net negative subsidies.) 

Social Security. Because of changes in the economic fore- 
cast. CBO increased by $ 1 9 billion the amount it projects 
chat the government will spend for Social Security over 
the 2013-2022 period. The cost-of-living adjustment of 
1.7 percent that Social Security beneficiaries received in 
January 2013 is 0.6 percentage points higher than CBO 
anticipated in August. Projected cost-of-iiving adjust- 
ments for the 2014-2022 period are only .slightly 
different from the amounts in the August forecast. Tho.se 
changes boost the agency’s e.stimates of benefit payments 
for the period by S39 billion. In contrast, revisions to 
CBO’s projections of the growth in wages and salaries 
(which affect initial benefits) result in estimates ofbenefic 
amounts that are lower bv about S20 billion between 
2013 and 2022. 


IVc.sciu v.iiuf is .) singk- niimhcr ihat expresses a flow of current 
.iiul kitiirc income (or payment.s) in terms of an equivalent lump 
sum received (or paid) rod.iv. 
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Technical Changes 

Technical updates to CBO’s estimates of revenues and 
outlays — that is, revisions that do not .stem from legisla- 
tion or changes in economic assumptions — have resulted 
in a net decre-asc of Si 1 5 billion in the estimated deficit 
for 20 1 3 and a net decrease of S270 billion in the 
cumulative deficit for 2013 through 2022. 

Changes to Projections of Outlays 

As a result of technical revisions to CBO’s projections, 
the agency has reduced its estimate of spending by 
S52 billion for 2013 and by S299 billion (or 0.7 percent) 
for the 20 1 3-2022 period. CBO made nearly equal 
reductions in its estimates of discretionary and manda- 
tory spending for the current year: in contrast, for the 
2013—2022 period, most of the revision is in projections 
of outlays for mandatory programs (most notably for 
Medicaid. Medicare, and veterans' programs). 

Mandatory Spending. Technical revisions related to man- 
datory programs have reduced the amounts projected for 
.spending in the current year by S31 billion, primarily 
becau.se of an incrca.se in c.stimated receipts related to the 
Treasury’s transactions with Fannie Mae and Freddie 
Mac. For the 2013-2022 period as a whole, technical 
adjustments, largely related to Medicaid and Medicare, 
reduce the net amount projected for mandatory .spending 
by S297 billion. 

Medicaid and Medicare, In recent years, health care 
spending has grown much more slowly both nationally 
and for federal programs than historical rates would 
have indicated. (For example, in 2012, federal spending 
for Medicare and Medicaid wa.s about 5 percent below 
the amounr chat CBO had. projected in March 2010.) In 
response to that slowdown, over rhe past .several years, 
CBO has made a series of downward technical adjust- 
ments to its projections of spending for Medicaid and 
Medicare. From the March 2010 baseline to the current 
baseline, such technical revisions have lowered estimates 
of federal spending for the two programs in 2020 by 
about S200 billion — by $1 26 billion for Medicare and by 
$78 billion for Medicaid, or by roughly 1 5 percent for 
each program. 

Spending projections also h.avc been affected by 
legislative action — most notably as a result of the 
Affordable Care Act — and by updated economic fore- 
casts. From 2010 to the present, those other types of 
revisions boosted the estimates of outlays for Medicare 
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and Medicaid in 2020 by $72 billion, or about 5 percent, 
(’i'he Affordable Care Act also created new subsidies for 
some people to purchase health insurance through 
exchanges, adding $ 11 5 billion to the estimate for federal 
outlays for health care programs in 2020, according to 
CBO s current projections.) 

For the 2013-2022 period, technical changes to estimates 
for the Medicaid program have reduced projections for 
spending by $236 billion (or 5.5 percent) relative to 
CBO’s estimates in August 2012. (Changes to estimates 
of Medicaid outlays related to legislation or economic 
factors amounted only to $3 billion.) The revisions reflect 
both lower anticipated enrollment in Medicaid and lower 
expected costs per person. CBO now estimates that 
enrollment in 2022, for example, will be about 84 mil- 
lion, compared with the 85 million it projected last 
August. Although CBO projects that more people will 
enrol! in Medicaid for the first time because of the 
Affordable Care Acts expansion of the program, the 
agency’s projection of the number of people who would 
have been coveretl by Medicaid in the absence of that 
act has declined by a greater amount. Lower estimated 
Medicaid enrollment among those other groups is, in 
part, the result of improvements in CBO’s methods for 
forecasting the number of people with insurance. More 
people are now expected to have insurance through other 
sources (primarily employers), resulting in lower pro- 
jected enrollment in Medicaid. In addition, fewer people 
are now expected to enroll in the Supplemental Security 
Income program, and because people who are enrolled in 
that program automatically qinalify for Medicaid, that 
change in turn reduces the projected number of Medicaid 
cnrollces. 

CBO’s current baseline also shows lower spending per 
person in the Medicaid program than was shown in 
August, primarily because of adjustments to account for 
the slowed growth in Medicaid spending. The agency 
also anticipates that per-person costs will be lower than it 
anticipated in August because a larger share of the people 
who will be covered under the Medicaid program will be 
children and healthier adults, whose medical costs tend 
to be lower than those of less healthy adults. Because 
of those and other factors, CBO now estimates that 
Medicaid’s spending per person in 2020 will be alx)ut 
6 percent lower than it projected in August. (For a discus- 
sion, see “Baseline Changes Related to Insurance Cover- 
age Under the Affordable Care Act.”) 


THE BlilXJET ^NI) ECONOMIC OITLOOK: FISCAL YEARS 201 .A I'O 2023 

For Medicare, CBO has reduced its 10-year projections 
of outlays for Medicare by $ i 37 billion (or 2 percent) for 
technical reasoms, mostly because of updated data on 
actual spending for 2012, the third consecutive year in 
which spending was significanrly lower chan CBO had 
projected. In past baselines, CBO had begun to reflect 
the slowing growth in spending for Medicare’s Parc A 
(Hospital Insurance) and Part B (Medical Insurance); the 
largest downward revision in the current baseline is for 
spending for Medicare’s Parc D (prescription drugs).'’ 

Veterans' Competisation and Pensions. CBO increased its 
baseline projection for veterans' disability benefits and 
compensation by $108 billion (or 16 percent) over the 
2013-2022 period to reflect substantial recent growth in 
average benefir payments (the average benefit increased 
by 8 percent in 2012) and in the number of people added 
to the disability compensation rolls (there was a 4 percent 
increase in 2012). 

Fannie Mae and Freddie Mac. CBO considers the activi- 
ties of Fannie Mae and Freddie Mac to be governmental, 
and therefore it considers the subsidy costs of new activity 
by the two entities to be federal outlays. The Administra- 
tion, in contrast, considers the two entities to be outside 
the federal government for budgetary purposes and 
records cash transactions between the Treasury and Fan- 
nie Mac and Freddie Mac as federal outlays or receipts (in 
CBO’s view, rho.se are intragovernmental tran,sactions). 

To provide CBO’s best estimate of what the Treasury 
will ultimately report as the federal deficit for 2013, its 
current baseline includes an estimate of those net cash 
transactions for fiscal year 20 1 3. That figure is $29 bil- 
lion lower than CBO’s August estimate, mostly reflecting 
a shift to a cash-basis estimate for the current year (fol- 
lowing the Administration’s budgetary treatment for the 
year in progress) along with an administrative change 
(agreed to by the Federal Housing Finance Agency and 
the Treasury Department) that now requires the two enti- 
ties to convey their quarterly profits to the Treasury 
rather than paying dividends on outstanding senior pre- 
ferred stock. CBOs August 2012 baseline showed an 
estimated subsidy cost (outlays) of about $13 billion for 


6. Since 2009, spending for Part A and Part B iias risen by an average 
of 2.9 percent per year, compared with average annual growth of 
8.4 percent from 2002 to 2009. ( I'hat coinparison excludes 
spending for Part D because the growth rates for fiscal years 2006 
and 2007 were affected by die program’s establishment in 2006.) 
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the activities of Fannie Mae and Freddie Mac in 2013; in 
the current baseline, CBO shows cash receipts — that is, 
negative outlays — of S17 billion (on the basis of Fannie 
Mac and {deddie Mac’s most recent quarterly financial 
releases). 

For 2014 through 2022, CBO's baseline follows the 
agency's customary approacli of showing the projected 
subsidy costs of credit assistance offered by Fannie Mae 
and Freddie Mac. Those estimates are calculated on a 
htir-value basis, reflecting the market risk a,ssociated wirh 
the two housing entities. For the nine-yetir period, CBO 
now estimates that those sub.sidies will cost the govern- 
menu .^35 billion, about Si 3 billion less than it projected 
in August. Most of the reduction is the result of an 
increase in the average fees for new loans and guarantees 
that Fannie Mae and Freddie Mac implemented at the 
end of 2012. 

Discretionary Spending. Technical adjustments to 
CBO’s projections for several discretionary programs 
have resulted in a net decrease of S27 billion in outlav'S 
estimated for 2013. The largest rceiuciions — which are 
generally based on slowcr-than-cxpectcd spending — 
include those in CBO’s estimates for the discretionars' 
portion of spending for Pell grants and for certain 
categories of military .spending (mainly operations and 
maintenance, procurement, and construction). 

Changes to projections of di.scrctionary outlay.s between 
2013 and 2022 yield a net decrease of $47 billion (or 
0. 1 percent), primarily reflecting CBO’s expectation 
that appropriations will be spent at a slightly slower rate, 
particularly in 2013 and 2014. 

Net Interest As a result of technical updates, CBO’s 
estimates of outlays for net interest have increased by 
$5 billion for 2013 and by $45 billion for the 2013-2022 
period. The incrca.se for the coming decade is mainly 
attributable to changes in CBO’s estimates of the mix of 
securities that the Treasury will issue, offset panially by a 
$92 billion reduction in debt service stemming from 
technical changes in other areas of rhe budget. 

To cover the increase in projected deficits relative to chose 
in the August baseline, CBO expects the Treasury' to 
boost borrowing in longer-term and inflation-protected 
securities, which require higher interest rates than those 
for nominal securities of shorter maturity. That effect 
increa.scd projections of interest outlays by about 
,S100 billion for the 2013-2022 period. The remaining 
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S37 billion increase stems from higher expected interest 
outlays for government securities a.s.sociated with the 
Thrift Savings Plan for federal employees and from lower 
projected interest receipts from rhe financing accounts 
associated with the government’s credit programs. 

Changes to Projections of Revenues 

Relative ro its August projections, CBO increased its 
revenue estimates for technical rea,sons by S63 billion (or 
2 percent) for 20 1 3 and by S 1 88 billion (or 2 percent) for 
the 2014—2016 period. But it has reduced its projections 
of revenues for the 2017-2022 period hy $280 billion (or 
1 percent). 

Os'erthc 201.3—2016 period, increases in revenues from 
individual income taxes and remittances from the Federal 
Reserve to the Tre;isury accounted for most of rhe techni- 
cal revisions. CBO increased its projection of receipts 
from individual income taxes by $158 billion relative to 
its August projecrion because of larger collections in fi,scal 
year 2012 than rhe agency had cxpecreci in August and 
because of improvements in CBO’s modeling of pay- 
ments that arc made with tax rcturn.s. Neither factor 
affects CBO’s forecasts for revenues beyond the next few 
years. 

C'BO also increased the amount it projects will he 
made in remittances from the Federal Reserve for the 
2013-2016 period. The change reflects larger expected 
purchases of sccuririe.s by the central bank, but it also is a 
result of new modeling that indicates that recent actions 
by the Federal Reserve to increase the average maturity of 
its portfolio of Treasury securities will initially result in 
higher earnings than previously expected. Those remit- 
tances are now projected to average about $95 billion per 
year during that period. 

Over the 2017-2022 period, decrea.ses in projected reve- 
nues from social insurance taxes and remittances from 
the Federal Reserve account for most of the technical 
revisions. CBO reduced its estimate of receipts from 


7. The Thrift Savings Plan is a retiremem: savings progi'am for civil 
service employees ami members of rhe uniformed .scrvice.s. Like 
private-sector 40 1 (k) plans, cite Thrift ,Saving.s' Plan offers federal 
employees an opportunity to invest in Kinds that hold diflerent 
sorts of financial assets, including domestic and foreign stocks, 
and U.S. government securiiie.s, which arc nonmarkecable 
Treasury securities issued .specifically for the progiam. 'I’liose seevi- 
rities have short maturities but earn a long-term imevesi rate equal 
to the weightee! average market yield on outstanding markcr.ible 
Treasury securities with four or more yeans to maiuriiy. 
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social insurance taxes ciiroughout the lO-year projection 
period — and by larger aniouncs later in the period — 
mostly because recent rax returns shtnv a smaller amount 
of wages covered bv Social Security than estimated, 
and the agency expects that pauern to persist in coming 
years. For the period as a whole, tho.se reductions 
amounted to about 1 percent oF the receipts previously 
projected from those taxes. 

CB(^ reduced its projections of remittances from the 
Federal Reserve For the second half of the 10-ycar period. 
For several reasons. The most significant i.s that the central 
bank is now expected to acquire more securities in the 
short term; the Federal Reserve is expected to shrink the 
si/e oF its portfolio later in the decade by selling assets, 
and because interest rates are projected to be higher at 
that point, those sales will involve capital losses'. CiBO 
also now antici[)atcs that the average yield on the Federal 
Reserve’s portfolio will be lower in the second parr of 
the dcx'adc because the central bank has locked in todays 
relatively low interest rates by shifting its portfolio to 
longer-term securities. 

Baseline Changes Related to 
Insurance Coverage Under the 
Affordahle Care Act 

In conjunction with jCT, CBO has updated its August 
2012 c.stimate of the budgetary impact of the provisions 
of the Affordable Care Act that are related to health 
insurance coverage (.see 'i'abie A-2).'^ Although several 
components of the estimate have changed, the difference 
in the net budgetary impact for the 2013-2022 period is 
less than SMfO million. The new estimate reflects recent 
legislative, regulacory, and administrative actions along 
with economic and technical changes made since the 
previou.s estimate was published." 

in August, CBO anti JtT projected the net cost of 
the act's provisions that concern health in.surancc at 
Si, 165 billion for the 2013-2022 period; that amount 
remaitus e.s,scntially unchanged, For the 2013-2023 
period covered by the current projections (one year 
beyond the previou.s ones), the estimated cost of those 


8, oi l he eun eiit esumarc arc posted along with this rejsort on 
CihO's W'cb -siic. \vw\iAb('."ov.''|Hihik',n)nn.''1,s900. 

9. I'hc cuncm hiu!i;ct ha.sclinc docs not incorporate the cflects of 
rcgiilanon.' and guidante is.sued in late neceniber 2012 and Janu- 
ary 201 by the Depanmeiu of the rreasui y and the Department 
ofilealih and ! Inman .Services. 
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coverage provisions is $1,329 billion."' The most impor- 
tant changes to CBOs estimates include the following: 

■ Lower marginal tax rates under the American 
Taxpayer Relief Aa reduce the tax benefit associated 
with employmcnt-bascil health iitsurancc and will lead 
to a greater reduction in such coverage and higher 
enrollment in insurance exchanges than previously 
estimated by CBO arul JC 1, 

■ The Department of Health and Human Services has 
indicated chat, to receive full funding from the federal 
government for the costs of newlv eligible beneficiaries 
through 201 6. .states must expand eligibility for 
Medicaid to the levels specified in the act. Relative to 
previou-s projections, that guidance results in a small 
increase in the estimate of the number of people who 
will be enrolled in Medicaid and a small reduction in 
the estimate of the number who will be covered 
through the cxdumgcs. 

■ CiBO and JCT have slightly reduced their e.srimace,s of 
the rates at which people will enroll in the insurance 
exchanges or Medicaid as the expansion of coverage 

is implemented — a process that had already been 
anticipated to occur gradually. That change rcfk’crs 
the agencies' judgment about a combination of 
factors, including the readiness of exchanges to 
provide a broad array of new insurance options, the 
ability of state Medicaid programs to absorb new 
beucf1ciaric.s, and. peoples responses to the availability 
of the new coverage. As a result, revised estimates for 
2014 and 2015 rellect more people with employment- 
hased coverage and more who will be uninsured chan 
in the previous projections. CBO and JCT project 
that those factors will wane in importance over the 
following two years, in the current projection, 
the number of people gaining coverage through the 
exchanges rises from 7 million in 2014 to 24 million 


10. Those sums, wliich include cficcts on hoili rcvcmics and outlays, 
do not rvik-ct the loia! budgetary impact ofthe legislation. The 
law included many other provi.sions that, oil net, will reduce bud- 
get deficits; on balance, (ilR) and have e.stiinated that the 
legislation a.s a wfiole will ivducc deficits over a 1 (i-year period. 
CiBO and JCri' have not ujHiaced their cstimaies of i lie total bud- 
getary impact of the .-\n'ordable (hue Act. Fair ( iBH and j(] I "s 
most recent estimate of the budgetary impact ol repealing the act, 
see Congressional Budget OUke, ietter to the Honorable joiiii 
Boebner providing an cMimate for H.R. 6979, the Rcfieal of 
ORimacate Act (July 24. 2012), •.vww.cbo.gov/pt.btic.ttimv' 
•1347!. 
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Table A-2. 

Comparison of CBO’s Estimates of the Effects of Insurance Coverage Provisions 
in the Affordable Care Act 

August 2012 Baseline February 2013 Baseline Difference 


Changes in Insurance Coverage In 2022 
(Millions of nonelderiy people, by calendar year) 


Medicaid and CHIP 

11 

12 

1 

Employment-Based^ 

-4 

-7 

-4 

Nongroup and Other*’ 

-3 

-4 

■1 

Insurance Exchanges 

25 

26 

* 

Uninsured' 

'30 

-27 

4 


10-Year Effects on the Federal Deficit, Fiscal Years 2013 to 2022' 
(Billions of dollars) 

Medicaid and CHIP Outlays 

643 

550 

-93 

Exchange Subsidies and Related Spending' 

1,015 

1,047 

32 

Small-Employer Tax Credits® 

22 

23 

1 

Gross Cost of Coverage Provisions 

1,680 

1,620 

-60 

Penalty Payments by Uninsured Individuals 

■55 

-45 

11 

Penalty Payments by Employers® 

-117 

-130 

-13 

Excise Tax on High-Premium Insurance Plans® 

•111 

-102 

9 

Other Effects on Tax Revenues and Outlays” 

-231 

-178 

53 

Net Cost of Coverage Provisions 

1,165 

1,165 

** 


Sources; Congressional Budget Office; staff of the Joint Committee on Taxation. 

Notes; The Affordable Care Act comprises the Patient Protection and Affordable Care Act and the health care provisions of the Health Care 
and Education Reconciliation Act of 2010 and, in the case of this document, the effects of subsequent related judicial decisions, 
statutory changes, and administrative actions. 

CHIP = Children's Health Insurance Program; * = between zero and 500,000 people; ** = between zero and $500 million. 

a. The change in employment-based coverage is the net result of projected increases in and losses of offers of health insurance from 
employers and projected changes in enrollment by workers and their families. 

b. The effects are almost entirely for nongroup coverage; "other” includes Medicare. 

c. The count of uninsured people includes unauthorized immigrants as well as people who are eligible for but not enrolled in Medicaid. 

d. Excludes effects on the deficit of other provisions of the act that are not related to coverage, which in the aggregate reduce deficits. Also 
excludes federal administrative costs subject to appropriation. CBO has previously estimated that the Internal Revenue Service will need 
to spend between $5 billion and $10 billion over 10 years to implement the Affordable Care Act and that the Department of Health and 
Human Services and other federal agencies also will have to spend $5 billion to $10 billion over that period. In addition, the Affordable 
Care Act included explicit authorizations for spending on a variety of grant and oftier programs; that funding is also subject to future 
appropriation action. 

e. Negative numbers indicate a decrease in the deficit; positive numbers indicate an increase in the deficit, 

f. Includes spending for high-risk pools, premium review activiti^, loans to consumer-operated and -oriented plans, and grants to states 
for the establishment of exchanges. 

g. These effects on the deficit include the associated effects of changes in taxable compensation on revenues. 

h- The effects are almost entirely on revenues. 
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in 2016, and the number gaining coverage through 
Medicaid rises from 8 million in 2014 to 1 1 million 
in 2016. 

■ CBO and JCT have revised their projections of 
insurance coverage in the absence of the act. In later 
years, that revision shows a larger number of people 
with employment-based coverage and a .smaller 
number without insurance, compared with earlier 
projections. 

■ CBO has refined its projections of peoples income 
so that slightly more tax filers and their dependents 
are now expected to have income that will qualify 
them for subsidies through the exchanges and for 
enrollment in Medicaid, resulting in a larger reduction 
in employment-based coverage in response to changes 
made by the act than previously had been estimated. 

■ CBO has revised its analysis of the health status of 
newly eligible Medicaid enrolieesi they now are 
expected to be healthier and therefore to require less 
costly care than CBO had previously projected. 

Lower Projected Costs for Medicaid and the 
Children’s Healtii Insurance Program 

On net, CBO and JCT project that the Affordable Care 
Act will increase the number of people enrolled in 
Medicaid by 12 million in 2022, rather than by the 
1 1 million estimated in August 2012. Despite the differ- 
ence, the co.sts for Medicaid and the Childrens Health 
Insurance Program are projected to be $93 billion (or 
14 percent) below the earlier projection for the 2013- 
2022 period, for several reasons: the revised asse.ssment 
of the health status of newly eligible enrollees, reductions 
in the projected cost of Medicaids benefits generally in 
response to the recent slowdown in the growth of 
Medicaid’s spending, and a revised projection that boo.sts 
the proportion of children (whose health care generally 
costs less than that for adulrs) among rhe people cxpecrcd 
to enroll in Medicaid as a result of the act. 

Higher Enrollment in and Subsidies for 
Covemge Through Exchanges 

CBO and JCT’s estimate of the costs of subsidies for 
insurance obtained through the exchanges and for related 
spending over the 2013-2022 period is now’ $32 billion 
(or about 3 percent) higher than it was in August, mostly 
because of higher projected enrollment in the exchanges. 
Lower marginal tax rates under the American Taxpayer 
Relief Act will reduce rhe relative attractiveness of 
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employment-based insurance for low-income workers 
and for their employers. CBO and JC 1 anticipate that 
the change in tax law will increase the number of people 
who shift out of employment-based coverage as a result of 
the Affordable Care Act by 2 million to 3 million people, 
many of whom are expected to obtain insurance through 
the exchanges. Several other technical changes decreased 
projected enrollment in rhe exchanges. All told, CBO 
and JCT now project that 26 million people will be 
enrolled in the insurance exchanges in 2022, about 
500,000 more chan estimated i n the August 20 1 2 report. 

Fewer People with Employment-Based Coverage 

In 2022, by CBO and JCT’s estimate, 7 million fewer 
people will have employment-based health insurance as a 
result of the Affordable Care Act; in August, that figure 
w'as estimated to be about 4 million people. The 
revision is the net effect of several considerations, with 
the largest factor being the reduction in marginal tax 
rates, which reduces the tax benefits associated with 
health insurance provided by employers. The increased 
movement out of employmcnt-ba,scd coverage also 
reflects revisions to CBOs projections of income over 
time and higher projections of employment-based cover- 
age in rhe absence of the Affordable Care Act. 

Reductions in employment-based health insurance cover- 
age boost federal tax revenues because they increase the 
proportion of compensation received by workers chat is 
taxable. (Thar effect is included in Table A-2 in the line 
labeled "Other Effects on Tax Revenues and Outlays.”) 
Although a greater reduction in the number of people 
with employment-based coverage is expected, the pro- 
jected increase in revenues from changes in the taxability 
of compensation is now $53 billion less for the 2013- 
2022 period than was projected in August because of the 
lower tax rates enacted in the American Taxpayer Relief 
Act and because of other technical changes. 

CBO and JCT have raised their estimate of revenues that 
will come from penalties paid by employers, by $ 1 3 bil- 
lion for the 2013-2022 period, because fewer businesses 
are now expected to offer insurance coverage than had 
been estimated in August. Penalties arising front rhe indi- 
vidual mandate are projected to be $11 billion low’er than 
expected in August because, on the basis of revised 
income projections, more people who remain uninsured 
are expected either to be exempt from the penalty or to 
pay a smaller penalty based on a flat rate imtead of one 
based on a percentage of income. 
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CBO’s Economic Projections for 2013 to 2023 


i he tables in this appendix expand on the informa- 


tion in Chapter 2 by showing the Congressional Budget 
Office's (CBO s) economic projections for each year from 


2013 to 2023 (by calendar year in 'Fable and by fiscal 
year in d'abie B-2). CBO docs nor forecast cyclical fluctu- 
ations in its projections ior years aircr 2018. Instead, the 


projected values shown in the tables for 2019 to 2023 
reflect CBO’s assessment of the effect of economic and 
demographic trends in the medium term but do not 
reflect an attempt to forecast the frequency or size of 
fluctuations in the business cycle. 
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Table B-1. 

CBO's Fxonomic Projections, by Calendar Year 

Estimated, 



2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

Real GDP 

2.3 

1.4 

2.6 

Year to Year (Percentage change) 

4.1 4.4 3.8 2.6 2.4 

1 

2.3 

2.2 

2.2 

2,2 

Nomina! GOP 

4.1 

2.9 

4.4 

6.2 

6.6 

6.0 

4.7 

4.5 

4.4 

4.3 

4.3 

4,2 

PCE Price Index 

1.7 

1.3 

1.7 

1.9 

1.9 

1.9 

2.0 

2.0 

2,0 

2.0 

2.0 

2.0 

Core PCE Price Index"'’ 

1.7 

1.3 

1.8 

1.9 

1.9 

2.0 

2,0 

2.0 

2.0 

2.0 

2.0 

2.0 

Consumer Price Index” 

2.1 ' 

1.6 

1.9 

2.1 

2.1 

2.2 

2.3 

2.3 

2.3 

2.3 

2.3 

2.3 

Core Consumer Price Index^ 

2.1 ' 

1.7 

2.0 

2.1 

2.2 

2.3 

2.3 

2.3 

2.3 

2.3 

2.3 

2.3 

GDP Price Index 

1.8 

1.5 

1.8 

2.0 

2.1 

2.1 

2.1 

2.0 

2.1 

2.0 

2.0 

2.0 

Employment Cost Index'' 

1.8 

2.1 

2.9 

3.9 

4.0 

4.2 

4.0 

3.8 

3.7 

3.6 

3,6 

3.5 

Unemployment Rate (Percent) 

8.1 = 

7.9 

7.8 

7.1 

Calendar Year Average 

6.3 5.6 5.5 5.5 

5.4 

5.4 

5.3 

5,3 

Payroll Employment 
(Monthly change, in thousands) 

157 = 

105 

182 

222 

220 

153 

88 

86 

82 

SO 

66 

62 

Interest Rates (Percent) 
Three-month Treasury bills 

0.1 = 

0.1 

0.2 

0.2 

1.5 

3.4 

4.0 

4.0 

4.0 

4.0 

4.0 

4.0 

Ten-year Treasury notes 

1.8 = 

2.1 

2.7 

3.5 

4,3 

5.0 

5.2 

5.2 

5.2 

5.2 

5.2 

5.2 

Tax Bases (Percentage of GDP) 
Wages and salaries 

44.1 

43.5 

43.9 

44.0 

44.1 

44.2 

44.5 

44.6 

44.8 

44.9 

45.1 

45.2 

Domestic economic profits 

9.6 

9.3 

9.7 

9.9 

10.2 

9.8 

9.0 

8.4 

8.0 

7.7 

7.5 

7.2 

Tax Bases (Billions of dollars) 
Wages and salaries 

6,916 

7,029 

7,397 

7,876 

8,410 

8,946 

9,414 

9,872 

10,343 

10,827 

11,326 

11,835 

Domestic economic profits 

1,509 

1,506 

1,629 

1,782 

1,944 

1,973 

1,913 

1,863 

1,847 

1,858 

1,876 

1,893 

Nominal GDP (Billions of dollars) 

15,692 

16,149 

16,863 

17,913 

19,087 

20,224 

21,178 

22,129 

23,099 

24.093 

25,117 

26,180 


Source; Congressional Budget Office. (Actual values for 2012 are from Department of Labor, Bureau of Labor Statistics; Federal Reserve.) 
Notes; The numbers shown here do not reflect the values for GDP and related series released by the Commerce Department's Bureau of 
Economic Analysis on January 30 and the values released by the Labor Department’s Bureau of Labor Statistics for the employment 
cost index on January 31 and for payroll employment on February 1. 

GDP = gross domestic product; PCE = personal consumption expenditures. 

3. Excludes prices for food and energy. 

b. The consumer price index for all urban consumers. 

c. Actual value for 2012. 

d- The employment cost index for wages and salaries of workers in private industry. 
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Table B<2. 

CBO's Economic Projections, by Fiscal Year 


Actual, 

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2Q22 2023 


Reai GDP 

2.3 

1.5 

2.1 

Year to Year (Percentage change) 

3.9 4.4 4.0 2.8 2.4 2.3 

2.2 

2.2 

2.2 

Nominal GDP 

4.2 

3.1 

3.8 

5.9 

6.6 

6.2 

4.9 

4.5 

4.4 

4.3 

4,3 

4.2 

PCE Price Index 

2,0 

1.3 

1.5 

1.9 

1.9 

1.9 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

Core PCE Price Index^ 

1.8 

1.3 

1.7 

1.9 

1.9 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

Consumer Price Index''’ 

2.4 

1.7 

1.7 

2.1 

2.1 

2.2 

2.3 

2.3 

2.3 

2.3 

2.3 

2.3 

Core Consumer Price Index'’’ 

2.2 

1.7 

1.9 

2.1 

2.1 

2.2 

2.3 

2.3 

2,3 

2,3 

2.3 

2.3 

GDP Price Index 

1.8 

1.5 

1.7 

2.0 

2.1 

2.1 

2.1 

2.1 

2.0 

2.1 

2.0 

2.0 

Employment Cost Index” 

1.8 

2.0 

2.6 

3.7 

4.0 

4.1 

4.1 

3.9 

3.7 

3,6 

3.6 

3,6 

Unemployment Rate (Percent) 

8.3 

7.9 

7.9 

7.3 

Fiscal Year Average 

6.5 5.7 5.5 5.5 

5.4 

5.4 

5.3 

5.3 

Payroll Employment 
(Monthly change, in thousands) 

157 

no 

156 

224 

223 

183 

91 

84 

84 

80 

70 

63 

Interest Rates (Percent) 
Three-month Treasury bills 

0.1 

0.1 

0.1 

0.2 

1.0 

2.9 

4.0 

4.0 

4.0 

4.0 

4.0 

4.0 

Ten-year Treasury notes 

1.9 

1.9 

2.5 

3.2 

4.1 

4.9 

5.2 

5.2 

5.2 

5.2 

5.2 

5.2 

Tax Bases (Percentage of GDP) 
Wages and salaries 

43.8 

43.7 

43.9 

43.9 

44.0 

44.2 

44.4 

44.6 

44,7 

44.9 

45.1 

45.2 

Domestic economic profits 

9.7 

9.4 

9.5 

9.9 

10.2 

9.9 

9.2 

8.6 

8.1 

7.8 

7.5 

7.3 

Tax Bases (Billions of dollars) 
Wages and salaries 

6,812 

7,014 

7,300 

7,748 

8,274 

8,818 

9,300 

9,757 

10,224 

10,704 

11,201 

11,707 

Domestic economic profits 

1,506 

1,503 

1,589 

1,742 

1,913 

1,978 

1,929 

1,873 

1,847 

1,854 

1,871 

1,890 

Nominal GDP (Billions of dollars) 

15,549 

16,034 

16,646 

17,632 

18,792 

19,959 

20,943 

21,890 

22,854 

23,842 

24,858 

25,910 


Source; Congressional Budget Office. {Actual values for 2012 are from Department of Commerce, Bureau of Economic Analysis; Department 
of Labor, Bureau of Labor Statistics; Federal Reserve.) 

Note; GDP = gross domestic product; PCE = personal consumption expenditures. 

a. Excludes prices for food and energy. 

b. The consumer price index for ail urban consumers. 

c. The employment cost index for wages and salaries of woriters in private industry. 
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Questions for the Record 

“The Budget and Economic Outlook: Fiscal Years 2013 to 2023” 
Questions for Dr. Douglas Elmcndorf 
Hearing Date; February 26, 2013 


Questions from Senator Ron Wvden 

Question Ua> : What are some of the least economically efficient and/or justifiable tax 
expenditures? What economic effects — positive or negative— would you expect from their 
repeal? How would each of you propose we maximize any positive or mitigate any negative 
effects? 

Answer : 

The staff of the Joint Committee on Taxation identifies over 250 provisions of the individual and 
corporate income tax systems that it includes in its list of tax expenditures.' Of that number, the 
1 0 largest income tax expenditures (show in the tables below) account for most of the total cost. 

CBO has prepared separate analyses of a number of major tax expenditures (see for example: 
Refundable Tax Credits. Options for Toxins U.S. Multinational Corporations. Taxation of 
Owner-Occupied and Rental Housing: Workine Paper 2012-14. Federal Support for State and 
Local Governments Throuzh the Tax Code. Potions for Chaneine the Tax Treatment of 
Charitable Givins. Tax Arhitraee bv Colleees and Universities. Testimony on the Taxation of 
Carried Interest. The Tax Treatment of Employment-Based Health Insurance. Tax Policy for 
Pensions and Other Retirement Savim ) but has not done a systematic comparison of the 
economic efficiency of those provisions nor a complete investigation of the economic effects of 
their repeal. Nonetheless, some general conclusions apply. 

Tax expenditures are generally designed to further societal goals. For example, the tax 
expenditures for health insurance costs, pension contributions, and mortgage interest payments 
may help to promote a healthier population, adequate financial resources for retirement and 
greater national saving, and stable communities of homeowners. However, tax expenditures have 
a broad range of effects that do not always further those goals. 

First, tax expenditures may lead to an inefficient allocation of economic resources by ^ 
encouraging more consumption of goods and services receiving preferential treatment; they also 
may subsidize activity that would have taken place without the tax incentives. For example, the 
tax expenditures mentioned above may prompt people to be less cost-conscious in their use of 
health care services than they would in the absence of the tax expenditure for health insurance 
costs; to reallocate existing savings from accounts that are not tax-preferred to retirement 
accounts, rather than add to their savings; and to purchase more expensive homes, investing too 
much in housing and too little elsewhere relative to what they would do if all investments were 
treated equally. 


‘ Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 2012-2017 ( JCS-1-13 1. 
February 1, 2013. 
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Second, by providing benefits to specific activities, entities, or groups of people, tax 
expenditures increase the size and scope of federal involvement in the economy. Indeed, adding 
tax expenditures to conventional federal outlays makes the federal government appear notably 
larger relative to GDP. 

Third, tax expenditures reduce the amount of revenue that is collected for any given set of 
statutory tax rates — and thereby require higher rates to collect any chosen amount of revenue. 

All else being equal, those higher tax rates lessen people’s incentives to work and save and 
therefore decrease output and income. At the same time, some tax expenditures more directly 
raise output and income. For example, the preferential rate on capital gains and dividends raises 
the after-tax return on some forms of saving, which tends to increase saving and boost future 
output. As another example, the increase in take-home pay arising from the earned income tax 
credit appears to encourage work effort by some people. 

Fourth, tax expenditures have mixed effects on the societal goal of limiting the complexity of the 
tax code. On the one hand, most tax expenditures, such as itemized deductions and tax credits, 
require that taxpayers keep additional records and make additional calculations, increasing the 
complexity of the tax code. On the other hand, some exclusions from taxable income simplify 
the tax code by eliminating recordkeeping requirements and the need for certain calculations. For 
example, in the absence of the exclusion for capital gains on assets transferred at death, 
taxpayers would need to calculate the appreciation in the value of their assets since their original 
purchase — a calculation that would require records of the purchase of assets acquired by 
deceased benefactors, perhaps many decades earlier. 

Fifth, fax expenditures affect the distribution of the tax burden in ways that may not always be 
recognized, both among people at different income levels and among people who have similar 
income but differ in other ways. For example, the deduction for nonbusiness state and local taxes 
tends to benefit higher-income taxpayers more than low- and moderate-income taxpayers 
because higher-income taxpayers are more likely to itemize their deductions and because, 
generally, the higher a taxpayer’s income, the higher is his or her marginal tax rate and thus the 
larger is the reduction in federal taxes for each additional dollar of state and local taxes paid. The 
deduction for state and local taxes also benefits taxpayers living in high-tax states more than 
taxpayers with similar income who live in low-tax states. 

Limiting or eliminating tax expenditures would have different economic impacts on specific 
sectors of the economy. For example, limiting the deduction for charitable contributions in a way 
that reduces the marginal incentive for giving would reduce the amount of funding available to 
charities (though in aggregate, contributions account for a small portion of their funding). 
Likewise, limiting the deduction for mortgage interest on owner-occupied housing would depress 
home prices to some degree, which might be undesirable at a time when housing markets are still 
weak and in the process of recovery. 

Lawmakers could choose to offset some of those impacts, either for a transitional period or 
permanently, through policies that avoided some of the undesirable effects of the current tax 
expenditures. Using tax credits in place of exclusions or deductions would avoid some of the 
distributional outcomes of current tax expenditures — that is, higher-income households receive a 
larger subsidy for each deductible dollar. Thus, some proposals would replace the deductions for 
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mortgage interest and charitable contributions or the exclusion of tax-exempt interest with tax 
credits. 

Another approach, in the case of charitable contributions, would be to limit the deduction for 
contributions by disallowing the tax deduction for contributions that were less than a specified 
minimum amount. Such a policy would continue to provide incentives for charitable giving of 
contributions above the limit but would reduce the cost of the federal subsidy. The floor could 
either be a fixed dollar amount or a percentage of a taxpayer’s income. Although there would be 
some reduction in giving for contributions below the limit, CBO has found that with either type 
of floor, the reduction in charitable giving would be less than the reduction in the cost of the tax 
expenditure. 

Another option for mitigating the negative effects of repealing tax expenditures would be to use 
some or all of the additional revenues to finance other tax or spending policies that would offset 
some or all of the impact of repeal on the economy as a whole or on certain sectors or categories 
of people (see the response to the following question). 

Finally, even if limiting or eliminating certain tax expenditures would lead to a more efficient 
allocation of resources over time, abrupt changes could have adverse short-term effects. For 
example, limiting or eliminating the mortgage interest deduction without a gradual transition 
could depress home prices at a time when housing markets are weak and in the process of 
recovery. 
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Ten Largest Corporate Tair Expenditures, 2013 
(billions of dollars) 




Deferral of active income of controlled foreign corporations 

42.4 

Depreciation of equipment in excess of the alternative depreciation system 

13.9 

Deduction for income attributable to domestic production activities 

10.1 

Exclusion of interest on public purpose state and local government bonds 

9.3 

Deferral of gain on non-dealer installment sales 

7.0 

Credit for increasing research activities {Code section 41) 

6.8 

Credit for low-income housing 

6.1 

Deferral of active financing income 

5.9 

Expensing of research and experimental expenditures 

5.3 

Deferral of gain on like-kind exchanges 

4.9 


Ten Largest Individual Tax Expenditures, 2013 
(billions of dollars) 




Reduced rates of tax on dividends and long-term capital gains 

160.8 

Exclusion of employers' contributions for health care, health insurance premiums, and long- 
term care insurance premiums 

131.7 

Net exclusion of pension contributions and earnings 

101.2 

Deduction of nonbusiness state and local government income taxes, sales taxes, personal 
property taxes, and taxes on real property 

77.3 

Deduction for mortgage interest on owner-occupied residences 

69.7 

Exclusion of Medicare benefits 

67.0 

Earned income credit 

60.9 

Credit for children under age 17 

57.3 

Exclusion of capital gains at death 

42.8 

Deduction for charitable contributions 

39.0 
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Question l(b> : In a similar vein, there is a great debate among Republicans and Democrats 
as to what we should do with any additional revenue generated by rolling back or reducing 
tax expenditures, also commonly referred to as closing loopholes. On the one hand, some 
would have us use any additional revenue to buy down marginal tax rates, while, on the 
other, some would have us use any resulting revenue for deficit reduction and/or other 
investments. Weighing in on that debate, Martin Sullivan, a widely read commentator on 
tax policy, has suggested that perhaps the best solution would be to devote half of any 
resulting revenue to reducing rates and half to reducing the deficit. Do you feel that 
Sullivan has the ratio about right? Or would you suggest a different allocation of any 
resulting revenue and why? 

Answer : 

The Congressional Budget Office does not make policy recommendations, so we cannot make 
judgments about how lawmakers should use the additional revenues that would be generated by 
reducing tax expenditures. 

In a recent publication {Choices for Deficit Reduction, November 2012), CBO identified several 
criteria that might be used in evaluating federal budget plans. That analysis focused on the 
following factors, all of which could be considered in assessing how best to apply such revenues: 

• How big would the government be? 

• How would the government’s resources be allocated among various priorities? 

• How much deficits would be reduced in the next 10 years and beyond? 

• What would the economic impact be in the short term as well as in the medium and long 
term? 

• Who would bear the burden of proposed changes in tax and spending policies? 

In addition to those broader factors, there are some specific issues to consider concerning the 
economic impact and the distributional consequences of limiting or eliminating specific tax 
expenditures, and how those effects might be addressed by other changes in tax or spending 
policies. Those impacts would depend very much upon which tax provisions were modified and 
the way in which they were changed 

For example, limiting or eliminating tax expenditures would affect incentives to work and save. 
A sometimes overlooked effect of limiting or eliminating certain tax expenditures is that that 
doing so would raise effective marginal tax rates on labor and capital. Some of that effect would 
occur directly. For example, limiting or eliminating the deduction for state and local income 
taxes would raise the combined federal and state marginal tax rate on both labor and capital 
income for taxpayers claiming the deduction. Restricting or eliminating other tax expenditures, 
such as the preferential tax rates for dividends and realized capital gains or the deduction for 
mortgage interest, would directly raise the effective marginal tax rate on capital income. 
Although limiting or eliminating preferential rates for certain types of investments would have 
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the economic benefit of reducing the disparity in effective marginal tax rates across all 
investments, it would nonetheless raise the overall marginal tax rate. Other effects would occur 
indirectly. For example, restricting the amount of deductions that taxpayers can claim would 
increase taxable income, pushing more income into higher tax brackets and raising marginal tax 
rates on additional earnings and investment. Lawmakers could choose to offset these increases in 
effective marginal rates with a uniform reduction in statutory tax rates. 

In addition, limiting or eliminating tax expenditures would have differing effects on households 
depending upon the amount and sources of their income and how they choose to spend it. For 
example, tax expenditures for the earned income tax credit and child tax credit largely go to low- 
and moderate-income families with children, while tax expenditures for most major itemized 
deductions tend to go to families at the higher end of the income scale. Lawmakers could choose 
to offset some of the impact on lower-income families through alternative tax or spending 
policies (for example, by boosting spending on means-tested programs), but those policies might 
not function more efficiently in reaching the intended families than the tax expenditures they 
would replace. 


Question 2 : Inadequate revenues in the Highway Trust Fund have denied state 
transportation departments the long-term stability to carry out much-needed investments 
in critical infrastructure projects. Given the difficulty of finding new revenues and the 
need to get our fiscal house in order, do you think there’s a strong case to be made for 
federal tax-credit bonding for transportation and infrastructure projects as an alternative 
to direct spending? Can you provide your thoughts on the relative economic merits of this 
approach to infrastructure financing in a time of scarce budget resources? 

Answer : 

Federal financial support for public spending on transportation and other infrastructure currently 
includes both spending programs (for example, grants made to states from the Highway Trust 
Fund) as well as tax preferences for bonds issued to finance infrastructure investment by state 
and local governments and, in some cases, the private sector. Tax preferences, including tax 
exemptions and tax credits, provide a federal subsidy for infrastructure spending by lowering the 
cost of borrowing money to finance infrastructure projects. Providing such tax preferences has 
both advantages and disadvantages. Tax preferences for debt financing have the advantage of 
leaving to the discretion of state and local governments, which may have a better understanding 
of infrastructure needs in their jurisdictions, decisions about how much to borrow and spend, 
what types of projects to undertake, and the burden — net of the federal financing subsidy— of 
paying for them. But offering a tax preference for infrastructure financing also has drawbacks 
compared with federal spending; most notably, tax preferences mask the true scope of the federal 
government’s activities. That is because the tax preferences, though a commitment of federal 
resources, are reflected in the budget as a reduction in revenues, rather than as spending. As a 
result, the revenue forgone through tax preferences is outside the control of the annual 
appropriation process. Moreover, the federal government can make explicit decisions about how 
much of its limited resources it wants to spend on a particular type of activity, but when tax 
preferences are provided, those decisions are made by others in most cases. 
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The primary type of federal tax preference for state and local borrowing is the exclusion from 
federal income tax of interest payments on bonds. However, for several reasons, among tax- 
preferred bonds, traditional tax-exempt bonds are considered an inefficient means of providing a 
federal subsidy and thus are inherently less efficient than tax-credit bonds. First, not all of the 
federal revenue loss from the tax exclusion translates into lower borrowing costs for issuers. 
Second, the subsidy rate is not under the control of the federal government but depends instead 
on conditions in taxable and tax-exempt debt markets. Tax credit bonds can address both types of 
inefficiency. In particular, borrowers that issue tax credit bonds receive all of the federal 
revenues forgone through the tax credit. Moreover, the federal government can set the subsidy 
rate according to the types of projects to be financed and the benefits expected from them at the 
national level. (For more information, see Congressional Budget Office, Subsidizing 
Infrastructure Investment with Tax-Preferred Bonds (October 2009), 
http://www.cbo.gov/publication/22059.) 

In spite of their advantages in theory, most tax-credit bond programs have in practice not been 
particularly well received by financial markets. There are a number of reasons for that, including 
the limited size and temporary nature of the programs and the absence of rules for separating tax 
credits from the associated bonds and reselling them (which could make such bonds 
advantageous to investors whose income tax liability does not allow them immediately to claim 
the full value of the credit). Additionally, there is a potential disincentive for individuals to 
purchase tax-credit bonds because bond holders must complete additional paperwork to claim the 
tax credit (in contrast, tax-exempt bond holders are asked — but not required — to report interest 
income from tax-exempt bonds when filing their federal income taxes). Because the market for 
tax credit bonds has tended to be fairly limited, those bonds are not very liquid. As a 
consequence, issuers have to pay a premium to sell their bonds, and that cost offsets some of the 
federal subsidy provided through the tax credit. 

An exception to the typically tepid reception for tax-credit bonds was the response of bond 
buyers to the Build America Bond (BAB) program, under which S181 billion of bonds were 
issued in 2009 and 2010. However, in contrast to earlier tax-credit bond programs, all of the 
BABs that were issued were “direct-pay” bonds, which entitled the issuer to a claim a subsidy 
payment from the Secretary of the Treasury against interest costs (which were fully taxable). 
Because issuers received the full federal subsidy — set at a rate that varied somewhat by purpose 
of issuance — direct-pay BABs shared the efficiency-enhancing properties attributed to traditional 
tax-credit bonds. Additionally, because subsidy payments are counted as outlays, the federal 
financial support provided to bond issuers through direct-pay BABs is more readily assessed 
than would have been the case under traditional tax-credit bonds. (Issuers also responded to the 
larger federal financing subsidy offered by BABs compared to conventional tax-exempt debt.) 

As suggested above, the direct-pay subsidy also proved much more marketable than a tax credit. 
Indeed, when the direct-pay option was subsequently applied to other types of tax-credit bonds 
(Qualified School Construction Bonds), issuance of those bonds rose dramatically. 
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Questions from Senator Robert P. Casey, Jr. 

With rising gas prices and an uncertain fiscal future, there are a number of indications 
consumers are pulling back. The Congressional Budget Office’s February 5th report cites 
the expiration of the payroll tax cut as a drag on consumer spending and therefore on the 
economy. To that point, the Wall Street Journal reported this week that Wal-Mart and 
other retailers are making adjustments to their projections in response to consumers’ 
decreased spending power. Can you quantify the drag on the economy? Should Congress 
pursue policies to reverse this impact? 

Answer : 

CBO estimates that economic growth in 2013 is being held down by federal fiscal tightening. 
That tightening is mostly a result of two developments; the automatic spending reductions that 
are now occurring (the sequestration) and the expiration of certain tax policies, which has led to 
an increase in tax revenue. The most significant source of the increase in tax revenue is the 
expiration of the 2-percentage-point payroll tax cut, which resulted in an increase in payroll tax 
rates. In addition, tax rates on income above certain thresholds increased. Those changes have 
reduced after-tax income for many people, which will constrain the growth of consumer 
spending and thus restrain overall growth in output and employment this year. 

In the absence of that fiscal tightening, real GDP would grow about 1 ‘A percentage points faster 
between the fourth quarter of 2012 and the fourth quarter of 2013, CBO estimates. The automatic 
spending cuts and the expiration of those tax provisions, including the expiration of the payroll 
tax cuts, account for about equal portions of that 1 'A-percentage-point effect. The spending 
changes have a smaller budgetary impact than the tax changes, but they affect GDP by a larger 
amount per dollar of budgetary cost. (Other, smaller changes in spending and taxes will diminish 
growth by another 'A percentage point, CBO estimates.) 

Reversing the fiscal tightening in 2013 would boost the economy in the short run. However, 
other things equal, reversing the fiscal tightening would also increase federal debt, which 
eventually would crowd out capital investment and reduce output and incomes, CBO estimates. 
To illustrate such effects, CBO analyzed some illustrative budget paths in its report 
Macroeconomic Effects of Alternative Budget Paths (February 2013). Relative to projections 
under current law, CBO estimated that policies that led to larger deficits throughout the coming 
decade by raising spending or cutting taxes would boost GNP from 2014 to 2016- — reflecting the 
short-term impact of tax and spending policies on the demand for goods and services. But 
sustained higher deficits would lead to lower GNP beginning in 2017 — reflecting the impact of 
deficits on national saving and domestic investment. 


Question from Senator Chuck Grasslev 

In 2003, during the consideration of the Medicare Modernization Act, CBQ developed a 
measure referred to as the cost reduction factor (CRF). The CRF was the factor CBQ 
applied to the Part D scoring depending on how aggressive the competitive model was and 
for other factors. Is it plausible for CBQ to develop a similar tool in 2013 to consider 
potential Medicare-Medicaid restructuring proposals? While not to oversimplify the 
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complex task you are charged with, scoring cuts to providers and increases in beneficiary 
liability are easier than considering structural change. That said, if Members of Congress 
wanted to explore the ability to bend the growth curve through programmatic 
restructuring, CBO modeling will be critical. Considering risk-bearing, competitive 
models that consider populations and service packages differently than is contemplated 
under statute today is quite complex. Your ability to provide guidance will be essential to 
any conversation that tries to examine Medicare and Medicaid through a fresh perspective. 

Answer : 

In both its published reports and its analysis of legislation, the CBO focuses on identifying and 
describing the key levers that the agency believes would affect budgetary outcomes and 
explaining the magnitude and direction of those effects. Towards that end, CBO’s analysts strive 
to develop whatever tools and techniques are necessary to estimate the budgetary effects of 
possible new policies. For example, CBO is currently engaged in developing its modeling 
capacity in the areas of Medicare restructuring and supply-side responses and is carefully 
following reforms that states are undertaking to provide care to people through both Medicare 
and Medicaid. 

In its analysis of restructuring proposals, it is unlikely that CBO would be able to provide a “cost 
reduction factor” in the same way as was done during consideration of legislation to create the 
Medicare Part D program because the issues are more complex and consist of more dimensions 
or factors than was the case with Part D. Nonetheless, as it assesses proposed legislation in the 
health area, CBO will endeavor to fully account for the effects of competition, changes in 
people’s incentives to use or provide medical services, and any other structural changes that 
might be contemplated. 
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Mr. Chairman and distingiiished members of the Finance Committee, I appreciate the invitation 
to re.stify' here today. As we all know, the nation faces fiscal and economic challenges, and we will 
have to make .some tough decisions 
to put the budget on a more 
sustainable fiscal course and to do 
so without hindering a still-too-weak 
economic recovcr}h 

Earlier tlnis montli, we issued an 
analysis which finds (based on the 
new Congressional Budget Office 
projections, with se%’-eral adjustments 
that analysts commonly make to 
reflect tlie cost of continuing current 
policies') that policymakers could 
stabilize the public debt as a share of 
the economy o^rer the coming 
decade with $1,5 trillion in 
additional deficit reduction. 


$1.5 Trillion in Additional Dcficrt Reduction Would 
Stabilise the Debt Over the Coming Decade 


Debt 3sa percent of GDP 

■ Ratio without , 
BCAorATRA 

Ratio with BCA, 
butnotATRA. 

Ratio with BCA : 
ahdATRA:' 

* RatioWiftBGAy 
ATRA, arid 
Sk5 trillion 
. . more:sairtngs ; 

Notes: BCA stands for the Budget Control Act,, enacted iii Augustigbll; ATRA . 
stands for the American Taxpayer Relief Act, enacted in January 2043. 

' Source: Center on Budget and Policy Priorities based oh Congressional Budget ' 
Officeand Joint Committee on Taxation data. 



' In cfllciilating that another .5 trillioti in deficit savings would stabilize the debt over the latter years of the decade, at 
73 percent of GDP, we start witlt the budget baseline that CBO has just released, Wc use CBO’.s economic assumptions 
and make certain adjustmenrs to its politT projection.?, which are identical to the. adjustments that organizations such as 
tlie Committee for a Rcsponsilile Federal Budget also make. We freeze Medicare reimbursemeni' rates for pliysicians at 
current levels, rather than assuming they will be slashed deeply. W^e phase down wu: funding over the next few yeai:? to 
a lower level, as policymakers are on course to do, rather than assuming that current levels of war costs continue (and 
rise Mith inflation) through 2023. We assume disaster funding ■will revert to the ten-year historical average level, as 
allowed by the Budget Control Act, rather than growuith inflation from the unusually liigh levels resulting from 
Hurricane Sandy, We assume that the scheduled sequestration cuts do w/ occur in 2013 or in the 2014-202'1 period, We 
also assume that policvmakcrs uili continue certain improvements in refundable tax credits that they have just extended 
for five years. At the same time, we foUow the CBO baseline in assuming that policymakers either vtH not continue a 
series of tax provision-s often referred to as the “tax extenders,” which expire at the end of 2013, or will offset the costs 
of continuing those “extenders” they do maintain. 
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Policymakers could achieve these saving with $1.3 trilli on in policy savings (that is, spending cuts 
and revenue increases), which would generate about $200 billion in savings in interest payments. 

The $1.5 trilli on in total savings would stabilize die debt at 73 percent of gross domestic product 
(GDP) over the latter part of the decade. (Stabilizing the debt at a somewhat lower level of GDP 
would require a larger amount of deficit reduction; stabilizing at a somewhat liigher level of GDP 
w’ould require a lesser amount of deficit reduction.) 

The fact that $1.5 trillion in deficit saving, rather than a much larger amount, would stabilize the 
debt over the coming decade at about the 2012 debt-to-GDP ratio of 73 percent of GDP is due 
primarily to two factors. First, Congress and the President have enacted significant deficit reduction 
over the two-plus years since the Bowles- 
Simpson report and Rivlin-Domenici task 
force made major deficit reduction 
proposals; over this period, policymakers 
have enacted nearly $1.5 trillion in 
spending cuts for appropriated programs 
(relative to the CBO baseline in use at the 
time of the Bowles-Simpson and Riviin- 
Dominici reports), mainly through the 
annual caps enacted in the 201 1 Budget 
Control Act and nearly $600 billion in 
revenue increases in the American 
Taxpayer Relief Act (ATRA). Including 
the related savings in interest payments, 
policymakers have achieved about $2.35 
trillion in deficit reduction so far. (Other 
analysts, like those at the Committee for 
Responsible Federal Budget, use the same 
$2.35 trilliion savings estimate.) These 
savings are for the ten-year budget 
window of 2013-2022. Over the new 
budget window of 2014 - 2023 ^ the same 
policies are estimated to produce savings 
of $2.75 trillion, as Table 1 indicates. 

The odier factor is that CBO’s economic and technical projections have improved over the past 
few years. Not counting the reductions in discretionar)' funding and the savings from ATRA, the 
new projections reduce estimated deficits under current policies by about $750 bilHon over the 
coming decade, relative to CBO’s forecast of last March. Relative to CBO’s August 2010 forecast, 
which the Bowles-Simpson and Rivlin-Domenici panels relied upon for their reports, the new CBO 
economic and technical projections reduce estimated deficits by about $1.3 trillion. 

Is Stabilizing the Debt the Right Target? 

Stabilizing the debt-to-GDP ratio over the coming decade — so the debt grows no faster than the 
economy — is the minimum appropriate budget policy. Stabdizing the debt at 73 percent of GDP 
would require shrinking annual deficits to below 3 percent of GDP. 



Discretionary 
savings from cuts in 
2011 funding and 
caps imposed by 
the BCA 

Savings from the 
ATRA 

Further savings to 
stabilize debt at 
73% of GDP 

TOTAL 


1,576 

732 

1.327 

3.636 


336 

117 

202 

655 


1.912 I 
850 I 

I 

1.529 

4,290 


Notes: BCA stands for the Budget Control Act, August 2011; ATRA . 

I stands for the American Taxpayer Relief Act, January 2013; all savings. , 
measured relative to current policy (see Appendix 1) 

Source: Center on Budget and Policy Priorities based on Congressional 
Budget Office and Joint Committee on Taxation data; 
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Stabilizing tiie debt ratio for the decade ahead would require that policymakers subsequently enact 
additional deficit reduction for the long term. In ensuing decades, the aging of the population and 
increases in per-capita health care costs (which are likely to rise faster than per-capite GDP) will 
raise costs for health and retirement programs, returning the budget to a path where debt is 
increasing as a share of the economy. 

Some call for greater deficit reduction now in order to achieve a declining debt ratio, citing these 
long-term trends. Enacting larger deficit reduction now would require deeper program cuts, larger 
tax increases, or both. Enacting a larger amount of deficit reduction now would be desirable if 
policymakers can secure it without doing harm in other areas — that is, if poHcymakers can achieve 
it through policies that: do impede the economic recovery or jeopardize future productixity 
growth by providing inadequate resources for areas like education, infrastructure, and basic research; 
don’t increase poverty and inequality, which already are higher here than in many other Western 
nations, or raise the number of Americans who are uninsured; and don’t sacrifice health care quality 
or increase overall U.S. health care costs. 

This brings me to a related point. It is not just the quantity of deficit reduction that matters; the 
quality of the deficit reduction measures chosen matters as well. 

This is particularly true in the health care area — where knowledge about effective ways to slow 
health care cost growth without risking the quality of care or jeopardizing access to needed care 
remains limited at the present time, with policy remedies still elusive, and where such knowledge is 
likely to be greater in coming years due to changes underway in the health care sector and various 
research and demonstration projects. 

Policymakers can enact measures now, as part of a balanced deficit-reduction package, that would 
achieve s^nificant Medicare savings (a few hundred billion dollars over ten years) without 
jeopardizing the quality of care or access to care. Rushing now to enact cuts much deeper than that 
in federal health spending, however, could result in measures that largely shift costs to states, 
individuals, and private employers and harm some of the most vulnerable members of society, while 
failing to address the underlying causes of the unsustainable growth in costs across the U.S. health 
care system. Indeed, analysts have found that some proposals to enact large cuts now in Medicare 
or other health programs would actually increase total U.S. health care costs, not a desirable 
outcome. 

Stabilizing the debt for the coming decade would give policymakers time to figure out how to take 
the fiirther steps that will be needed to slow the growth of health care costs throughout the U.S. 
health care system without impairing the quality of care. Stabilizing die debt during the decade 
ahead won’t permanendy solve our fiscal problems, but it would represent a significant 
accomplishment. 


Designing Deficit Reduction 

Given the continued weakness in the U.S. economy, with the unemployment rate still close to 8 
percent and CBO projecting it will take four more years before the economy recovers fully, deficit 
reduction needs to be designed very carefully to avoid making the recovery even slower. Deficit 
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reduction should be phased in over coming years. In feet, policymakers really should couple some 
tmporaiy fiscal measures to accelerate growth and job creation now with permanent deficit reduction 
measures. 

As noted, the design of permanent deficit reduction measures matters. As I’ve indicated, we 
recommend that deficit reduction be secured through well-designed, balanced policies that don’t 
impede the economic recovery, jeopardize future productivity growth, increase povert)^ and 
inequality, or sacrifice access to health care or health care quality. For the remainder of my 
testimony, let me discuss a few issues related to deficit-reduction design: 1) its immediate effect on 
the economy; 2) how it affects the disadvantaged; 3) some issues related to health care and elderly 
individuals; and 4) the debate over revenue increases versus spending cuts. 

1. Impiementing or Replacing Sequestration and the Effect on the Economy 

We all know that the impending automatic, across-the-board cuts, which affect both defense and 
non-defense programs, represent unsound policy. The point I want to make here is that 
replacement savings, which I hope policymakers will be able to agree upon, should be enacted now 
but be designed so that the budget cuts and/ or revenue increases involved largely or entirely take 
effect after the economy has more fully recovered. As the economy’s poor performance in the 4'*’ 
quarter of 2012 indicates, it would be injurious to growth and jobs to institute either sequestration or 
alternative savings measures right now. This is reflected in CBO’s estimate that by the fourth 
quarter of this year, sequestration would cut 0.6 percentage points off of GDP growth and cost 
750,000 jobs. 

2. Protecting the Disadvantaged 

The Bowles-Simpson report made it a core principle that deficit reduction should w/ increase 
poverty or harm the disadvantaged. It largely shielded core programs for the disadvantaged from 
the cuts it recommended. And in the revised plan they released last week, Erskine Bowles and Alan 
Simpson reiterated that principle and said “Broad-based entitlement reforms should either include 
protections for vulnerable populations or be coupled with changes designed to strengthen the safety 
net for those who rely on it the most.” Bowles and Simpson have also called for revenue increases 
to be designed so they maintain or improve the progressivity of the tax code. 

These principles and design features also are reflected in the plan presented in July 201 1 by the 
Senate’s bipartisan “Gang of Six,” These principles have been highlighted as well by a group of 
Christian leaders that ranges from the CathoUc Bishops’ Conference and the Episcopal Church to 
the Salvation Army and the National Association of Evangelicals, which has issued a call for 
policymakers to safeguard the poor in deficit reduction and draw a “circle of protection” around 
programs targeted on them. 

Our current system of supports for low-income families and individuals surely isn’t perfect. But it 
does a great deal of good for tens of millions of our less fortunate fellow citizens. Using a measure 
of poverty that many analysts favor because it counts rather than ignores major benefits like food 
stamps and refundable tax credits — the Census Bureau’s Supplemental Poverty Measure — we see 
that the poverty rate would have been 29 percent in 201 1 without government assistance. Yet it 
stood at about 16 percent when those benefits were counted. The safety net cuts U.S. poverty 
nearly in half, compared to what it would otherwise be. 
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One can also look at the Census data on how many people individual programs lift out of poverty. 
In 2010, for example, the Earned Income Tax Credit (EITC) and the Child Tax Credit (CTC) lifted 
about 9 million people in low-income working families above the poverty line, including nearly 5 
million children. (SNAP, formerly called the Food Stamp Program, lifted about 4 million out of 
poverty.) 

Some argue that in the absence of safety net programs, some people might have worked more. 

But the impact of the safety net on poverty — including its effect on work — has been extensively 
studied. In a recent comprehensive review and syndiesis of the research literature, some of the 
field’s leading scholai^ examined the impact of means-tested programs on the amount that people 
work and found the programs’ overall impact on work to be small. They also found that, after 
taking behavioral effects into account, the safety net lowers the U.S. poverty rate by approximately 
1 4 percentage points. In other words, one of every seven Americans — more than 40 million people — muld 
be poor without the safety net but is above the poverty line because of it} 

Refundable tax credits, which this Committee has jurisdiction over, are of particular note. A 
strong body of research finds that the Earned Income Tax Credit not only reduces poverty but also 
increases work substantially, especially among single mothers.^ The research indicates that the 
expansions of the EITC in the 1990s had as large or larger an effect in inducing more single mothers 
to go to work as the changes in the 1996 welfare law. (The EITC and the welfare changes 
reinforced each other in this respect.) The research similarly finds that the EITC likely contributed 
as much to the decline in cash welfare receipt among female-headed families as did time limits and 
other welfare reforms.*^ 

In addition, in the past few years, a growing body of research has found that the EITC and related 
types of assistance can have sizeable positive long-term effects on children such as improvements in 
educational success, health status, and future labor-market outcomes. The research finds that 
programs that supplement the earnings of low-income working families, like the EITC and the low- 
income component of the Child Tax Credit, boost children’s school achievement and are associated 
with increased work and earnings in adulthood. Economists Raj Chetty and John N. Friedman of 
Harvard University and Jonah Rockoff of Columbia University analyzed school data for grades 3-8 
from a large urban school district and found that additional income from the EITC and CTC led to 
significant increases in students’ test scores.^ Economists Gordon B. Dahl of the University of 
California, San Diego and Lance Lochner of the University of Western Ontario similarly found, after 


2 Yonatan Ben-Shalom, Robert A. MofQtt, and John Karl SchoLz “An Assessment of the Effectiveness of Anti-Poverty 
Programs in the United States,” NBER Working Paper 17042, May 2011. 

^ Stacy Dickert, Scott Houser, and John Karl Scholz, “The Earned Income Tax Credit and Transfer Programs: A Study 
of Labor Market and Program Participation,” Tax Policy and the Economy, Vol. 9, MIT Press, 1995. V. Joseph Holt, 
Charles H. Mxallin, and John Karl Scholz, “Examining the Effect of the Earned Income Tax Credit on the Labor Market 
Participation of Families on Welfare,” NBER Working Paper No. 1 1968, January 2006. 

■’Jeffrey Grower, “The Effects of Time Limits, the EITC, and Odier Policy Changes on Welfare Use, Work, and 
Income among Female-Head Families,” Remw of Economics and Statistics, May 2003, In separate study using different data, 
Grogger reaches similar conclusions. Jeffrey Grower, ‘'Welfare Transitions in the 1990s; the Economy, Welfare Policy, 
and the EITC,” NBER Working Paper No. 9472, January 2003, http:/ /'www.nber.org/papers/w9472.pdf . 

5 Chetty, Friedman, and Rockoff 201 1 . 
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Costs of Means-Tested Programs Other Than Health Care Will Decline Over the Coming 
Decade, and Fall Back to Historical Average, as a Share of GDP 

Historical data on government spending and the new CBO projections enable us to examine cost 
trends for means-tested programs outside health care. The data are illuminating. In fiscal year 2011, total 
federal expenditures for means-tested entitlement (or mandatory) programs outside health care equaled 
2.0 percent of GDP, which was about 50 percent higher than the average for the prior 40 years. But the 
recent increases were driven largely by the economic downturn and temporary program expansions under 
the Recovery Act. The CBO projections show that total expenditures for means-tested entitlements 
outside health care will decline steadily as a share of the economy as the economy recovers, and wiU fall to 
1.3 percent of GDP by 2020 and thereafter. (These figures include oudays for refundable tax credits.) 


Low-Income Entitlement Spending Outside Health Set to 
Fall Back to Prior 40-Year Average . 


Spending as a percent of GDP 
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In other words, by 2020, means-tested entidement expenditures outside health care, measured as a 
share of GDP, will return to their prior 40-year average. And these figures do not include low-income 
discretional programs, which are virtually certain to decline as a share of GDP under the Budget Control 
Act caps. (Total non-defense discretionary spending will fall under the BCA caps to its lowest level, as a 
share of GDP, since 1962, so a decline in low-incomc discredonarj- programs is virtually inevitable.) As a 
result, total expenditures on low-income (or means-tested) programs outside health care, including both 
mandatory and discredonar}' programs, are expected to decline over the coming decade to a level below 
their average over the prior 40-year period. 

Costs for health care programs, in contrast, are rising as a share of GDP. But this is a reflecdon, 
especially in the case of Medicaid, of rising health care cuts throughout the U.S. health care system and the 
aging of the Medicaid beneficiary population. Medicaid already is lean, providing health coverage at a 
significantly lower cost than private insurance. The data show it costs about 27 percent less per child and 
20 percent less per non-elderly adult than private coverage. Most budget proposals that would secure 
more than a modest amount of Medicaid savings would do by shifting costs to states. If that occurs, 
however, state policymakers are likely to cut benefits and provider payments and hence reduce patients’ 
access to care. In recent years, as states faced severe recession-induced budget crunches, many scoured 
Medicaid for savings and imposed painful cuts, including eliminating dental or vision care for various 
beneficiaries, restricting personal care for some people who are frail or disabled, and restricting access to 
nursing homes and other long-term services. States also cut provider payments, which already are well 
below what private insurance and Medicare pay. 
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Studying nearly two decades of data on mothers and theh children, that additional income from the 
EITC significandy raises students’ math and reading test scores.*^ 

The research suggests that the beneficial effects of the EITC and CTC follow children into 
adulthood. Harvard's Chetty and his co-authors report evidence that test score gains can lead to 
significant improvements in students’ later earnings and employment rates when they become 
adults.^ Their findings are consistent with other research that followed poor children from early 
childhood into their adult years and found that significant increases in the incomes of these 
children’s families are associated with some enduring beneficial effects. The researchers found that 
each additional |3,000 in annual income in early childhood, whether from earnings or government 
assistance, was associated with more hours of work and an additional 17 percent in annual earnings 
in young adulthood.^ 

One final point related to refundable tax credits bears noting. The minimum wage has been 
allowed to erode over recent decades and is now more than 20 percent lower, after adjusting for 
inflation, than in the late 1960s. For this and other reasons, relating in part to globalization of the 
economy, wages for low-paid jobs in the United States have faEen. Partly in response, policymakers 
have expanded refundable tax credits for lorv-income working families with children, principally the 
EITC. These credits offset part of the wage decline for low-income working parents with children. 
Any consideration of the increases in federal costs in recent decades for refundable tax credits and 
other supports for low-income working families should be put in the context of what has happened 
to these workers’ wages. 

3. Health Care Costs and an Aging Population Pose Longer-Term Challenge 

The aging of the population and projected increases in per-capita health care costs, which are 
likely to rise faster than per-capita GDP, will put pressure on federal health and retirement 
programs, and on the budget in the decades ahead. 

At the present time, there are major tinknowns in the health area. The growth of both public and 
private health costs has slowed appreciably in the past few years. Spending for Medicare grew by 


^ Gordon Dahl and Lance Lochner, “The Impact Of Family Income On Child Achievement: Evidence From The 
Earned Income Tax Citdk,” Amrican Economic Ret/ieu’ (2012), 1927-1956, 
http: / /ww.aeaweb.otg/amcles.php?doi=10-1 257 /aer. 1 02.5. 1 927 , 

Building on Dahl and Lochner’s research methods, economists Alexander M. Gelber of the Wharton School of Business 
and Matthew C. Weinzierl of the Harvard Business School conclude that the income boost that low-income families 
with children receive from the EITC helps the tax system raise revenue more effectively. In essence, they conclude, 
when low-income families with young children receive additional income, their children perform better in school, which 
increases the opportunities that their children will have to succeed. Alexander M. Gelber and Matthew C. Weinzierl, 
“Equalizing Outcomes vs. Equalizing Opportunities: Optimal Taxation WTien Children's Abilities Depend On Parents' 
Resources,” NBER Working Paper No. 1 8332, August 201 2, http:/7www.nber.org/papers/wl8332 . 

Raj Chetty, John N. Friedman, Nathaniel Hilger, Emmanuel Saez, Diane Whitmore Schanzenbach, and Danny Yagan, 
“How Does Your Kindergarten Classroom Affect Your Earnings? Evidence from Project Star,” The Quartsrh^ Journal of 
Economics (2011), http:/ /qje.oxford)oumals.org/content/126/4/1593.abstract . 

* Greg J. Duncan, Kathleen M. Ziol-Guest, and Ariel Kalil, “Early-Childhood Poverty and Adult Attainment, Behavior, 
and Health,” Child Development 0anuary/February 2010), pp. 306-325.) The $3,000 figure is in 2005 dollars, equivalent 
to approximately $3,530 in 2012. 
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In Designing Medicare Changes, Policymakers Should Consider Effects 
On Beneficiaries with Modest incomes 

When designing changes in Medicare, and in Social Security as well, policymakers should consider the 
circumstances of beneficiaries with very modest incomes. People sometimes think of affluent seniors 
playing golf and receiving benefits from these programs. To be sure, some beneficiaries are affluent and 
can afford to pay somewhat higher Medicare premiums or r^eive somewhat less from Social Security. 
However, half of all Social Security and Medicare beneficiaries have income (including their spouse’s 
income) of less than about $25,000 a year. 

It’s often also assumed that people who are elderly or disabled face little in the way of out-of-pocket 
health costs because they are covered by Medicare (or jointly by Medicare Medicaid, Medigap, or other 
supplemental insurance). Yet data from the Kaiser Family Foundation show that while U.S. households 
who are not receiving Medicare spend an average of 5 pemnt of their budgets on out-of-pocket health 
costs. Medicare households as a whole spend an average of 15 percent of their budgets on such costs. And, 
near-poor Medicare beneficiaries — - those with incomes between 100 percent and 200 percent of the 
poverty line — or between $11,500 and $23,000 for an elderly or disabled individual — - spend an average 
of 23 percent of their modest incomes on out-of-pocket health costs. 

Changes affecting Medicare and Social Security beneficiaries should therefore be designed carefully to 
avoid causing hardship or impeding access to needed health care among people v^ith modest incomes. 

The Social Security checks that beneficiaries receive equal their Social Security benefits minus their 
Medicare premiums, which are deducted from the checks. The premiums increase with health care costs, 
which tend to rise faster than general infladon, which erodes the purchasing power of Social Security 
checks over time. 

The nation would not be well served if, for example, elderly widows trying to live on $15,000 a year in 
Social Security arc unable to afford to see a doctor because we have set their Medicare deductible too high 
and they can’t afford to pay it out of their Social Security check. These are the types of matters that will 
require considerable attention to detail in the design of deficit reduction measures. 


only 3.2 percent in fiscal year 2012, CBO has reported,^ compared to an average of 6.7 percent a 
year from 2007 through 201 1 . Moreover, Medicare spending per beneficiary rose only 0.4 percent in 
2012 . 

CBO’s latest projections of Medicare spending over the 2011-2020 period under current policy are 
more than $500 billion below the projections CBO made just two years ago, a significant 
improvement. 

Experts do not yet know whether this slowdown is ongoing, at least in part — and will generate 
more savings than CBO has projected for fiiture years and decades, as a growing number of experts 
now believe likely or is stricdy temporart'. The answer will affect the magnitude of the nation’s 
long-term fiscal problem and the scope of the future changes that will be needed to further slow 
health care cost growth. 


^ This figure subtracts premiums paid by beneficiaries and corrects for shifts in the timing of payments. Congressional 

Budget Office, Monthly Budget Kevieuf, Fiscal Year 2012, October 5, 2012, 

http: /. /uww-cbo-gov/sites/default /files /cbofiles/attachments/2012 09 MBR.p d f . 
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Most important, we currently lack needed information on how to slow health cost growth 
appreciably without reducing health care quality or impeding access to necessary care. 
Demonstration projects and other expedmente to find ways to do so are starting, some of them 
government-funded and others entirely private-sector efforts. By later in the decade, we should 
have substantially more knowledge of what works and what doesn’t, and whether substantial 
changes are already occurring in health care delivery that are slowing cost growth and can be built 
upon and spread. Taking major policy action in this area — beyond the few hundred billion dollars 
in potential Medicare savings referred to earlier — brfon we have the necessary knowledge and 
experience could produce problematic results — it could fail to restrain health care cost growth, 
compromise health care quality, or harm substantial numbers of sick or otherwise vulnerable 
individuals. This isn’t an argument for taking no action, but rather for acting now to stabilize the 
debt for the coming decade, knowing that we’ll need to come back and do more for the longer run. 
Stabilizing the debt would buy us time to find answers to these very important health care questions. 

4. Taxes or Spending? 

Some policymakers argue that all further deficit reduction should come from spending cuts. 
Others argue it should come from a mix of spending cuts and revenue increases. 

Can this difference be overcome? Martin Feldstein, former chief economic adviser to President 
Reagan, has written that there is a great deal of government spending that is embedded in the tax 
code. Feldstein su^ests that deficit reduction could be achieved through reductions both in spending 
in the tax code and in spending on the outlay side of the budget. 

Writing in the Wall Street Journal hst week, Feldstein observed: “Republicans want to reduce the 
deficit by cutting government spending while Democrats insist that raising revenue must be part of 
the solution. Yet the distinction between spending cuts and revenue increases breaks down if one 
considers tax expenditures. Here are some examples. If I buy a solar panel for my house, a hybrid 
car, or an energy-efficient refrigerator, the government pays me. But instead of sending me a check, 
it gives me a tax credit or a tax deduction. There are dozens of such examples that increase the 
annual budget deficit by billions of doDars. Congress should review these tax expenditures and 
eliminate those that the country cannot afford.” 

Feldstein wrote earlier that tax expenditures are the single largest source of wasteful and low- 
priority spending in the federal budget and one of the first places policymakers should go to restrain 
spending. 

CBO director Douglas Elmendorf made a similar analytic point earlier this month at the House 
Budget Committee. In response to a question, Elmendorf explained: 

“And I think that many economists agree that [tax expenditures] are really best viewed as a 
form of government spending because they are directed at particular people or entities or 
designed to subsidize particular activities, very much analogous to the way that government 
spending is often directed at particular people or entities or designed to subsidize particular 
activities. 
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So it is essentially a large component of spending by the federal government even though it 
is recorded essentially as lost revenue on the revenue side of the budget.” 

Alan Greenspan, as well, has made this point. He has referred to tax expenditures as “tax 
endtlements” and said they should be looked at along with spending entitlements. 

That policymakers should look together at tax and spending entitlements can be illustrated by 
examining the subsidies that the federal government provides for child care costs. A parent with 
low or moderate income may be able to obtain a subsidy to help defray child care costs, with the 
subsidy being provided through a government spendingi^to^^m. A parent higher on the income 
scale also can receive a government subsidy that reduces her child care costs, but this parent’s 
subsidy is delivered through the tax code, via a tax credit or an exclusion from income. 

The two types of subsidies differ in their availability to eligible families. The low- or moderate- 
income parent may fail to get any subsidy to help with her child care costs, because the spending 
programs that provide these subsides ate mi open ended; they can serve only as many people as their 
capped funding allows, and only about one in six eligible low-income working families with children 
receives such a subsidy. By contrast, the child care tax-based subsidies for higher-income 
households “Mcl guaranteed, the child care tax subsidies operate as open-ended entitlements, and they 
are available to families up the income scale, higher-income households that qualify can receive 
the tax subsidy, despite the fact that they — unhke many of the working-poor families — would 
generally be able to afford child care without the subsidy. 

It would not be sound policy for policymakers to put the tax-code subsidies off limits for deficit 
reduction while making the 
program subsidies a target for 
deficit reduction, because one 
type of subsidy is delivered 
through a “spending” 
program and the other is 
delivered through the tax 
code. 

ITiis isn’t a small matter. 

The federal income tax code 
includes about $1.1 trillion a 
year in tax expenditures. As 
Mr. Elmendorf noted in 
House Budget Committee 
testimony earlier this month, 
the cost of tax expenditures 
exceeds the cost of Medicare 
(which was $480 billion in 
2011), Social Security ($725 
billion) and defense ($699 
billion). In fact, it 
substantially exceeds the cost 


Cost of Tctx Expenditures and Other Paits or tlip Riir'"f-r 


■Tax expstiditures and outlays for other major spending categories in 201 1 , « billions 

$1,200 $ 1,072 

■■■ billion 



Tax Medicares Social Defense Nondefense 

Expenditures : Medrcaid Security discretionary discretionary 


Notes: Tax expenditure estimates do- not account for interaction effects; estimate 
does not inciude outlays. 

Source: Office of Management and Budget, Historical Tables 8.5 and 8.7 and 
Analytical Perspectives Table 17-2. 



138 


of Medicare and Medicaid combined ($755 bilHon). 

It also far exceeds the total spending on of non- 
defense discretionary programs, which stood at $648 
billion in 2011. 

It’s also worth noting that tax expenditures and 
spending entitlements do differ in an important 
respect — how they distribute their benefits. With 
spending entidements, the middle class receives a 
share of the benefits that is roughly proportionate to 
its share of the population: in 2010, the middle 60 
percent of the population received 58 percent of the 
entidement benefits. The bottom 20 percent 
received .32 percent of the benefits, while the top 20 
percent received 10 percent of the benefits.^® 

With tax entidements, however, the situation is 
different. The Urban Insdtute-Brookings 
Institution Tax Policy Center has estimated that for 
tax year 2011, the top fifth of the population 
received 66 percent of all individual tax-expenditure 
benefits, with the top 1 percent of households 
receiving 24 percent of those benefits. The middle 60 
percent of the population received just a little over 31 
percent of the benefits. The bottom 20 percent of the 
population received 2.8 percent of the benefits. 

If policymakers want to achieve deficit reduction 
that doesn’t further widen inequality or overly burden 
middle- and low-income households, and if they want 
to achieve deficit reduction in an economically 
efficient way, they will need to look at spending 
throughout the entire budget — in the tax code as 
well as on the outlay side of the ledger. 




Share of population and entitlement benefits by income 
group, 2010 

Share of population ffl Share of entitlement benefits 



20 % 


10 % 


Bottom 20% Middle 60% Top 20% 


Source; CBPP analysis of data from Office of Management 
and Budget. U.S. Departments of Agriculture, Health and. 
Human Services, and Labor, and the U.S. Census Bureau.-. 



Share of population and total Individual tax expenditures 
by income group, 2011 

‘S Share of population B Share of tax expenditures ; 



Note: The bottom 20% means the 20% of tax units with 
the lowest incomes: the same is true for the other 
income categories. 

Source: Tax Policy Center. 


Spending entitlement figures include the outiay components of the Earned Income Tax Credit and the Child Tax 
Credit, See Arloc Sherman, Robert Greenstein, and Kathy Ruffing, “Contrary to ‘Entitlement Society’ Rhetoric, Over 
Nine-Tenths of Entitlement Benefits Go to Elderly, Disabled, or Working Households,” Center on Budget and Policy 
Priorities, February 10, 2012, http: / ./wwwxbpp.org/'cms/?fa=view&id=36'^7 . 
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Questions for the Record 

“The Budget and Economic Outlook: Fiscal Years 2013 to 2023” 

Questions for Mr. Robert Greenstein 
Hearing Date: February 26, 2013 

Questions from Ranking Member Orrin G. Hatch 

1 . I hear conflicting claims about promised future deficit reduction, along with conflicting 
claims about how much of the promises involve spending cuts relative to tax hikes. Deficit 
reduction numbers I have seen range from the just above $ 2 trillion to over $3.6 trillion, and 
ratios of cuts to tax hikes I have seen are all over the map. Your testimony says that we have 
achieved $2.35 trillion in deficit reduction so far, if interest payments are included, or $2.75 
trillion if you move the budget window by a year. I have two questions: 

a. First, can you explain to me the wide range of numbers being thrown around regarding 
how much “we have achieved” in deficit reduction and the wide ranges of claimed ratios 
of spending cuts to tax hikes? 

Answer : I can explain the figures the Center on Budget and Policy Priorities uses, and 
would note that the Committee for a Responsible Federal Budget accounts for deficit 
reduction the same way we do and has published an identical estimate. But I would not 
attempt to explain figures used by others. 

The Center measures the cumulative change in projected deficits during a budget window 
that spans ten years. My testimony first referred to the 2013-2022 budget window, then to 
the 2014-2023 budget window. The latter encompasses the coming fiscal year - 2014 - for 
which new congressional and presidential budgets are formulated, as well as the subsequent 
nine years. 

In our methodology, we count spending cuts and revenue increases as those changes in 
policy caused by the enactment of new legislation; natural increases or decreases in costs or 
changes in estimates caused by factors outside the control of Congress are not part of the 
calculation. We estimate that policy savings over the 2013-2022 period reflects nearly $1.5 
trillion in spending cuts to appropriated programs, mainly through the caps on discretionary 
funding imposed in the 201 1 Budget Control Act, and another $565 billion in savings from 
the American Taxpayer Relief Act. (These figures do not count either war savings or the 
sequestration.) With the savings in interest on the debt these two actions generate (because 
deficits and thus debt will be lower than if they did not happen), the cumulative deficit 
reduction over the 2013-2022 window is $2.35 trillion. 

When we project the $2.35 trillion savings forward into the new budget window, covering 
2014-2023, the total deficit reduction (including interest) rises to $2.75 trillion. The non- 
interest savings over that period are 70 percent budget cuts and 30 percent revenue increases. 

For a more technical discussion of our assumptions, you may wish to refer to two Center 
analyses: “$1.5 Trillion in Deficit Savings Would Stabilize the Debt Over the Coming 
Decade” by Richard Kogan, Robert Greenstein, and Joel Friedman, February 1 1, 2012; and 
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“Congress Has Cut Discretionary Funding By $1.5 Trillion Over Ten Years,” by Richard 
Kogan, revised November 8, 2011. 

b. And, second, how much in terms of actual federal spending cuts have been realized— that 
is, cuts we have banked — ^relative to fiscal year 2009 when the President took office, or 
fiscal year 2010 if you don’t want to hold the President entirely responsible for 2009 
spending? 

Answer : The estimate of $2.75 trillion for the period 2014-2023 is entirely prospective; that 
amount of deficit reduction will be achieved as long as Congress continues to adhere to the 
discretionary caps enacted in the Budget Control Act of 201 1 and as long as Congress does 
not reverse the revenue and other changes enacted in the American Taxpayer Relief Act. 

In addition to the $2.75 trillion over 2014-2023, enacted funding for appropriated programs 
was lower in fiscal years 2011, 2012, and 2013 than CBO’s 2010 projection for those years, 
reflecting funding cuts totaling about $230 billion over those three years. Moreover, this 
figure does not include the 2013 sequestration currently in effect. 

2. CBO identifies that federal outlays as a share of GDP have averaged 2 1 .0 percent over the 
past 40 years, but are projected to remain above the average in their projection period, after 
having peaked at over 25.0 percent of GDP in 2009. Many people argue that, given 
demographics and the resulting increases in entitlement beneficiaries in future years, 
spending as a share of GDP will have to rise in coming decades. I wonder if you agree and, 
if you do, precisely how much above the long-run average do you believe should be the 
federal-spending share of GDP, on average, over the next 10 years? 

Answer : I do agree that, because Social Security, Medicare, and Medicaid currently 
constitute almost half of all non-interest federal program costs, and because these programs 
will grow faster than the economy as whole over the next two decades as the baby boom 
generation retires, they will inevitably put upward pressure on the federal budget. This is one 
key reason that f do not regard historical averages as useful policy guides for the future; what 
may have sufficed when we had relatively few retirees will not suffice when we have more. 

In addition to the growth of these three programs as a percent of GDP, interest costs will rise 
as interest rates return to more normal levels. But partly offsetting these two upward 
pressures will be reductions in spending in other programs relative to GDP, as the economy 
recovers and as war costs wind down, for example. All in all, total outlays are likely to 
remain above the historical average, but below the 2009-201 1 recession peak, in every year 
over the next ten years. 

We last published long-term budget projections in 2010, and are currently in the process of 
revising those projections to take into account legislation that has been enacted and changes 
in underlying economic and technical assumptions. Our estimates will rely on longer-term 
projections by the Social Security and Medicare actuaries and by CBO with respect to 
Medicaid. Our preliminary findings show that the long-term outlook is more favorable than 
what we had previously published. 
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3. I believe that you advocated for higher taxes as part of the resolution of the fiscal cliff and 
seemed to have no reservations about raising taxes before the economy has more fully 
recovered. And I see, in your written testimony, that you hope that sequestration is replaced 
with other policies, but argue that those other policies to reduce future deficits be designed to 
“largely or entirely take effect after the economy has more fully recovered.” 

Did you think that it was premature to have raised taxes on New Year’s Day, before the 
economy has more fully recovered? And, if you think that the tax hike earlier this year was 
not problematic in an economy that has not fully recovered, why would it suddenly now be 
problematic to engage in fiscal restraint? 

Answer : We have advocated for a balanced approach to long-term deficit reduction that 
includes not just spending measures but also policies that increase revenues. In general we 
have recommended that deficit reduction be phased in on the grounds that too much deficit- 
reduction too soon in a slack economy reduces aggregate demand and is therefore a drag on 
the economic recovery. 

However, different policies have a different effect on aggregate demand - that is, they have a 
different “bang-for-the-buck.” At one extreme, programs that put money in the hands of 
people who will spend it quickly, such as food stamps or unemployment insurance, have a 
high bang-for-the-buck. So cutting these programs reduces aggregate demand 
significantly — by many estimates, by more than a dollar for each dollar of budget savings. 

At the other extreme, increasing top marginal tax rates or lowering the exemption for the 
estate tax have a low bang-for-the-buck, because spending by very high-income or wealthy 
taxpayers is much less sensitive to changes in after-tax income. We supported raising upper- 
income tax rates in the fiscal cliff deal because, for these low bang-for-the-buck policies, the 
benefits from locking in budget savings far outweigh any minor change in aggregate demand 
in the short term. 

4. You note in your written testimony that the minimum wage has been allowed to erode 
because of inflation, and 1 presume that you support the President’s idea of indexing the 
minimum wage to inflation. If you do not agree, then 1 would be interested to learn that. If 
you do agree, I wonder whether you would also support indexing the threshold level of 
public works projects after which Davis-Bacon wage requirements apply — a threshold whose 
value has significantly been eroded by inflation over time — and, if not, why not? 

Answer : The Davis-Bacon Act is not a policy that we work on or have studied, and we 
therefore do not have a response. 

5. The President laid out a list of what he would like done in his recent State of the Union 
Speech, including things like creating a network of 3D printing manufacturing hubs, setting 
up a “fix-it-first” program to hire people to work on infrastructure, somehow facilitating 
more mortgage refinancing by federal means, providing preschool availability to every child 
in America, and more. He said that “nothing I’m proposing tonight should increase our 
deficit by a single dime.” The President also claimed that we have reduced the deficit by 
more than $2.5 trillion and are more than halfway towards a goal of $4 trillion, meaning that 
he wants $1.5 trillion more in deficit reduction. 
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If we got the President’s desired $4 trillion of promised future deficit reduction and instituted 
his list of desires, which must include additional federal funding, it seems to me that some 
combination of the following two things has to happen. One, spending on some things other 
than the President’s latest wish list would have to be cut. And, two, taxes would have to go 
up. 

Do you agree that satisfying the President’s desire for more spending along with his desire 
for more promised future deficit reduction would have to involve either other spending cuts 
or more tax hikes or both? And, do you think it would be feasible to enact $1.5 trillion of 
additional promised future deficit reduction, raise spending on some of the President’s new 
proposals, and not cut any other spending while at the same time not adding a dime to 
deficits and not raising taxes on the middle class? 

Answer : I agree that addressing the nation’s many fiscal challenges will require a 
combination of spending cuts and revenue increases. Definitions of the “middle class” are 
often subjective, but I also agree that it is implausible to assume that the nation can rely 
solely on the extremely wealthy to produce all of the deficit reduction needed to put the 
budget on a more sustainable path. 

Since I testified before the Finance Committee, the President has released his fiscal year 
2014 budget. As you suggest, he relies on a combination of spending cuts and revenue 
increases to offset the cost of his proposed initiatives, which in total are deficit neutral. In 
addition, the President’s budget includes a deficit-reduction package that reflects his final 
offer to Speaker Boehner during their budget negotiations at the end of last year. That 
package also includes both revenue increases and spending reductions. 

I also support a balanced approach to deficit reduction, believing that our longer-term fiscal 
challenges cannot be addressed only by changes to one side of the budget or the other. 
Rather, it will require changes to both revenues and spending programs. Further, it is 
essential for revenues to be part of a deficit-reduction package if policymakers are to adhere 
to the important principle (endorsed in the deficit-reduction plan by fiscal commission co- 
chairs Erskine Bowles and Alan Simpson) that policy changes to reduce the deficit should be 
crafted in a way to ensure they do not increase poverty or inequality. 
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Ouwtions from Senator Ron Wvden 

1) As you are undoubtedly aware, almost 27 years ago, when President Reagan and 

Conp-essional Democrats enacted Tax Reform, it was a big boost to the economy. More than 
six million new jobs were created in just the two years after the 1 986 reform - something 
that’s urgently needed today. I don’t claim that every one of those jobs was the direct result 
of tax reform but it certainly helped. 

Since that time, especially in recent years, there have been dozens of calls from members of 
Congress, Administrations, outside task forces and commissions, and economists of every 
stripe for comprehensive tax reform. In the same vein, the Obama Administration has 
acknowledged the need for comprehensive reform with the release of two reports — one in 
August 2010 and one just less than a year ago. And, in his inaugural address last month, the 
President made clear the need to “revamp our tax code.” 

However, despite such repeated calls for comprehensive reform, the reality appears more like 
lip service than commitment. Our current system is terribly inefficient, hopelessly complex 
and not by any measure the kind of pro-growth policy our country needs. 

Since 2001, Congress has passed almost 140 laws amending the tax code in one way or the 
other, and with each such adjustment, the revenue regime the country now has becomes even 
more byzantine, counterproductive and uneconomical. It has now gotten to the point that 
almost as much, if not more, money is spent through the tax code as it brings in, so it’s 
getting harder and harder even to call it a revenue code at all. 

Individuals and businesses need confidence and certainty, and irregular short-term extensions 
of major parts of the tax code offer neither. 

In Dr. Greenstein’s testimony, he notes that deficit reduction can be achieved through 
reductions both in spending in the tax code and in spending on the outlay side of the budget, 
and he cites the esteemed Martin Feldstein in support of this proposition. 

In the Wall Street Journal last week. Dr. Feldstein wrote: “Republicans want to reduce the 
deficit by cutting government spending while Democrats insist that raising revenue must be 
part of the solution. Yet the distinction between spending cuts and revenue increases breaks 
down if one considers tax expenditures. Here are some examples. If I buy a solar panel for 
my house, a hybrid car, or an energy-efficient refrigerator, the government pays me. But 
instead of sending me a check, it gives me a tax credit or a tax deduction. There are dozens of 
such examples that increase the annual budget deficit by billions of dollars. Congress should 
review these tax expenditures and eliminate those that the country cannot afford.” 

Feldstein has also written that “tax expenditures are the single largest source of wasteful and 
low-priority spending in the federal budget and one of the first places policymakers should 
go to restrain spending,” 

Dr. Elmendorf, in testimony before the House Budget Committee, made a similar point when 
he stated that tax expenditures “are really best viewed as a form of government spending 



144 


because they are directed at particular people or entities or designed to subsidize particular 
activities,” almost precisely analogous to other government spending. 

Alan Greenspan has suggested that tax expenditures represent just as great a threat to a 
sustainable budget path as any other spending, including entitlements. 

a. With that background, what, in your respective views, are some of the least economically 
efficient and/or justifiable tax expenditures? What economic effects — ^positive or 
negative — ^would you expect from their repeal? How would each of you propose we 
maximize any positive or mitigate any negative effects? 

Answer : There are two areas of tax expenditures that should be the focus of reform: the 
large individual tax deductions and exclusions; and specific loopholes in the tax code which 
allow wealthy individuals to avoid or defer taxation, or pay tax at a lower rate. 

First, roughly 70 percent of each year’s spending on individual tax expenditures results from 
deductions, exemptions, or exclusions. The value of these tax breaks increases as household 
income rises — the higher one’s tax bracket, the greater the tax benefit for each dollar that is 
deducted, exempted, or excluded. As a result, these tax expenditures provide their largest 
subsidies to high-income people, even though those are the individuals least likely to need a 
financial incentive to engage in the activities that these tax policies are generally designed to 
promote, such as buying a home, sending a child to college, or saving for retirement. 
Meanwhile, middle-class families receive considerably smaller tax-expenditure benefits for 
engaging in these activities. In this regard, these tax expenditures are “upside down,” which 
makes them less efficient, as well as less equitable. 

Consider how the deduction for home mortgage interest affects two households’ decisions to 
buy a home. An investment banker making $675,000 who has a $1 million mortgage and 
pays $40,000 in mortgage interest each year receives a housing subsidy of about $14,000 
annually from the mortgage interest deduction. By contrast, a middle-class family led by a 
nurse making $60,000, and paying $10,000 a year in mortgage interest on a more modest 
home, receives a housing subsidy worth $1,500 annually. Not only does the mortgage interest 
deduction provide the high-income banker with a larger total subsidy (in dollar terms) than 
the nurse, but the subsidy also represents a greater share of the banker’s mortgage interest 
expenses. In fact, the proportion of the banker’s mortgage interest expense covered by the 
subsidy is more than twice as large as the percentage subsidy that the nurse receives. 

The most economically efficient policy response would be to turn these deductions and 
exclusions into single-rate, refundable tax credits. The Bipartisan Policy Center, for 
example, used this approach for its proposed reform of the mortgage interest deduction. 

Such a policy shift would address the problems highlighted in my banker/nurse example, and 
improve both equity and economic efficiency. This would be an ideal template for reform. 

To the extent that political constraints and other factors limit the reach of the policy change, 
movement in this direction could still prove beneficial. For example, the Obama 
Administration’s proposal to limit to 28 percent the benefit from a range of deductions and 
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exclusions would improve upon their current upside-down structure, even though it may fall 
short of ideal policy. 

As far as possible negative consequences to avoid, the Committee would need to give due 
consideration to transition issues and neai-term weakness in the economy. 

Second, while converting deductions or exclusions to credits or imposing an across-the-board 
limitation can address many issues, some tax expenditures are embedded in the tax code in a 
way that would make it difficult or impossible to apply such approaches. These types of tax 
breaks should be addressed directly, with carefully designed policies. 

In particular, policymakers should examine tax breaks that enable various people with high 
incomes to avoid substantial amounts of tax on that income (and do so without creating 
incentives for desirable activities such as homeownership or charitable giving). Former 
Treasury Secretary Lawrence Summers wrote recently that policymakers “should be able to 
come together around the idea that it should not be possible to accumulate and transfer large 
fortunes while avoiding taxation almost entirely. Yet this is all too possible today.” For 
many of these tax breaks, it would make sense to restructure or eliminate them 
independently. Some examples of these tax breaks include carried interest, like-kind 
exchanges, and valuation adjustments. Closing each of these loopholes would have 
economic efficiency gains. 

For a more detailed discussion of these issues, I would recommend this Center analysis: 

“Tax Expenditure Reform: An Essential Ingredient of Needed Deficit Reduction,” by Chuck 
Mart, Chye-Ching Huang, and Joel Friedman, February 27, 2013. 

b. In a similar vein, there is a great debate among Republicans and Democrats as to what we 
should do with any additional revenue generated by rolling back or reducing tax 
expenditures, also commonly referred to as closing loopholes. On the one hand, some 
would have us use any additional revenue to buy down marginal tax rates, while, on the 
other, some would have us use any resulting revenue for deficit reduction and/or other 
investments. Weighing in on that debate, Martin Sullivan, a widely read commentator on 
tax policy, has suggested that perhaps the best solution would be to devote half of any 
resulting revenue to reducing rates and half to reducing the deficit. Do you feel that 
Sullivan has the ratio about right? Or would you suggest a different allocation of any 
resulting revenue and why? 

Answer : I do not support the idea of splitting the revenue generated by reforming tax 
expenditures evenly between deficit reduction and lower rates, but rather believe it is 
essential that deficit reduction be the top priority. I believe it would be a serious mistake for 
the Committee to put cutting tax rates ahead or even on the same level as deficit reduction 
when setting its priorities for tax reform. In the context of long-term budget deficits, 
burgeoning inequality, and the political difficulty of cutting tax expenditures, cutting rates - 
and particularly the top rate - would be very expensive, would aggravate inequality, and 
would not provide as much long-term economic benefit of deficit reduction. 
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Curbing tax expenditures is difficult politically, and tax reform will likely exhaust the 
achievable savings in that area. Thus, once tax reform is enacted, opportunities for significant 
revenue-raising will likely be gone for many years. If policymakers use tax expenditure 
savings to pay for lower tax rates - particularly in the context of revenue-neutral reform - 
then they will have squandered the opportunity to raise the significant additional revenue 
needed for deficit reduction. Further, if revenue-neutral tax reform takes revenues for deficit 
reduction off the table, I believe it will likely dim prospects for agreement on future deficit 
reduction. I think it will be very difficult for policymakers to build support for cutting 
popular entitlement programs such as Social Security and Medicare in the name of deficit 
reduction in the absence of additional revenue from curbing unproductive or low-priority tax 
breaks that is also dedicated to reducing the deficit. 


2) In his State of the Union, the President discussed the need for investment in transportation 
and infrastructure. That means roads, bridges, rail, ports, and inland waterways. You 
simply cannot have a big league economy with a little league transportation system. In the 
Senate, there is widespread consensus that highways, roads, transit systems, and bridges must 
be fortified. Furthermore, transportation projects put people to work, which the construction 
industry and the country need. 

But the big challenge, in my view - the outstanding issue - is how America will pay for 
improving our transportation system, especially given the budget outlook. Fortunately, there 
is a proven way to generate tens of billions of dollars of additional funds for transportation on 
top of what is raised by the gas tax. The idea is based on Build America Bonds, which for 
years had widespread bipartisan support and were tremendously successful. 

My proposal would be to authorize Transportation Regional Infrastructure Project bonds, or 
“TRIP bonds”, which I first proposed in legislation last Congress. Under the legislation, 
TRIP bonds would provide up to $1 billion in tax credit bonds for each state to use for 
transportation and infrastructure projects of the state’s choosing. 

In a time when we are trying to get our fiscal house in order, “TRIP bonds” use federal tax 
credit bonding to leverage private dollars for investment in infrastructure. This decreases the 
federal government’s share of the cost, while still investing in critical infrastructure that’s the 
gateway to the United States’ big league economy. 

Soon, I will reintroduce the TRIP legislation, and I hope it garners the same bipartisan 
support it did last Congress. It’s my hope that we can use TRIPs to grow our national 
investment in transportation and infrastructure in a fiscally responsible and economically 
efficient manner. 

Inadequate revenues in the Highway Trust Fund have denied state transportation departments 
the long-term stability to carry out much-needed investments in critical infrastructure 
projects. Given the difficulty of finding new revenues and the need to get our fiscal house in 
order, do you think there’s a strong case to be made for federal tax-credit bonding for 
transportation and infrastructure projects as an alternative to direct spending? Can each of 
you provide your thoughts on the relative economic merits of this approach to infrastructure 
financing in a time of scarce budget resources? 
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Answer : We have not studied the TRIP legislation. But, in general, economists find that 
well-designed tax credit bonds are able to subsidize state and local infrastructure financing 
more efficiently than the traditional approach of making the bond interest tax-free to 
investors, while also encouraging more investors to buy them (because they are attractive to 
investors with no tax liability, such as pension funds). 
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From Senator Robert Menendez 


1) As you already know, the Ryan budget sought to cut all discretionary spending as a share of 
the total economy to 3.5 percent of GDP, while somehow still protecting defense spending. 
Assuming defense spending remains level in real terms, budget experts have estimated that 
under the Republican budget most of the rest of the federal government outside of health 
care, Social Security, and defense would cease to exist. 

If you compare the cuts to the non-defense side of discretionary spending from sequestration 
to the cuts that would be necessary for the Ryan budget to work, is sequestration that much 
harsher? Would the real world impact on air travel, our schools, food inspection and any 
number of other important services face any more serious deterioration over the long-term 
from sequestration than they would if the Ryan budget actually became law? 

Answer : The recent House-passed budget resolution for fiscal year 2014 cuts nondefense 
discretionary spending significantly below sequestration. The non-defense discretionary caps 
enacted in the Budget Control Act of 201 1 would reduce funding for these programs to the 
lowest level on record as a share of GDP. Relative to these levels, sequestration would 
further reduce funding for non-defense discretionary programs by about $350 billion over the 
10-year period 2014-2023. In contrast, the House-passed budget resolution calls for that 
funding to be cut below the caps by almost $ 1 . 1 trillion. In short, sequestration would cut 
funding below the levels already imposed by the tight caps set in the Budget Control Act, and 
the cuts required under the Ryan budget would be three times as deep as sequestration. 

2) The Congressional Budget Office wrote in their latest report on the budget and economic 
outlook: "Persistent long-term unemployment will lead some workers to leave the workforce 
earlier than they would have otherwise and will erode the skills of other workers, making it 
harder for them to find work in the coming years." Compounding this problem is evidence 
which shows many employers discriminating against the long-term unemployed, 
perpetuating a vicious cycle. The longer a worker is unemployed the less attractive they are 
as a job candidate and the longer they remain unemployed. 

How difficult do you believe the crisis of long-term unemployment is today and what, in 
your view, are some of the most effective steps we can take to tackle the problem? 

Answer : The problem of long-term unemployment is very serious. The percentage of the 
unemployed who are long-term (unemployed 27 weeks or longer) jumped over the course of 
the recession and has remained high - around 40 percent - since the end of the recession, a 
figure that is significantly higher than the highest level reached in any previous recession 
since the end of World War II (26 percent in June 1983). 

Stimulus policies that increase the demand for goods and services are critical to reducing 
long-term unemployment by creating more job opportunities. Evidence suggests that 
employers discount the value of applicants who have been unemployed for long periods. A 
healthier job market reduces that effect. As the economy improves, it still may be necessary 
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to devote special effort to assisting the long-term unemployed in their job search and helping 
them rebuild their skills through retraining programs. 

3) In my view, expanding opportunities for workers to advance their skills and their value is a 
critical one when we’re thinking about how to help shore up the economic fortunes of the 
middle class. Estimates show the economy is going to be short 5 million trained workers by 
2018. Every state in the country is confronted with this shortage and in my opinion, we 
shouldn’t shy away from any opportunity to address the issue. 

Do you agree that there is an increasing challenge for America to produce more skilled 
workers and do you believe there should be a federal role in meeting that challenge? If so, 
what do you believe would be some of the most effective policy measures Congress should 
consider? 

Answer : Over the years, improvements in the average skill levels of our workforce have 
been one of the most important contributors to increased productivity and a rising standard of 
living. We do face challenges ahead making sure that our workforce has appropriate levels 
of education and training. That means continuing the federal commitment to higher 
education through Pell Grants and other policies that help people pursue higher education, 
but it also will likely require an increased commitment to policies that produce an educated 
workforce at all levels of educational achievement. 

These investments in our workforce are largely funded through annual appropriations in the 
nondefense discretionary part of the budget. This budget category includes other programs, 
such as basic research and infrastructure, that can also make an important contribution to 
increasing our future productivity. Yet funding for nondefense discretionary programs is 
projected to fall to historically low levels under the caps imposed by the Budget Control Act, 
and would be cut even further if sequestration were to remain in effect. We are very 
concerned about these cuts, and their potential to harm the nation’s ability to meet important 
economic challenges, including those that you have raised concerning boosting the skill 
levels of our workforce. 
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Questions from Senator Robert P. Casey, Jr. 

1 . Your testimony rightly acknowledges the positive long-term impact of the Child Tax 
Credit and the Earned Income Tax Credit on children and working families, including 
boosting children’s school achievement and future earnings as an adult. 

Can you speak to the impact of the EITC on school performance specifically? In recent 
years, we have worked to expand these tools. What are the impacts of these 
improvements? Specifically, how have they created economic ladders of opportunity? 

Answer : There is exciting new research that concludes that the extra income from the 
Eire and the child tax credit improves the educational outcomes of young children in 
low-income families. 

When researchers analyzed ten anti-poverty and welfare-to-work experiments, they found 
a consistent pattern of better school results for low-income children in programs that 
provided more income. Each $1,000 increase (in 2001 dollars) in annual income — the 
equivalent of a full CTC for one child — for two to five years led to modest but 
statistically significant increases in young children’s school performance on a number of 
measures, including test scores. While not specifically analyzing the EITC’s impact, the 
researchers noted that their results have important implications for income-boosting 
policies like the EITC “that link increases in income to increases in employment.” 

Other researchers analyzed data for grades 3-8 from a large urban school district and the 
corresponding U.S. tax records for families in the district. Even under conservative 
assumptions, they found, additional income from the EITC and CTC leads to significant 
increases in students’ test scores. Likewise, researchers who studied nearly two decades 
of data on mothers and their children concluded that additional income from the EITC 
raises the combined math and reading test scores of students by similarly large 
magnitudes. 

Gordon Berlin, the president of MDRC — one of the nation’s leading research 
organizations that is known for its rigorous evaluation of anti-poverty and welfare-to- 
work programs — summarized the results this way: 

[There is] a remarkably strong body of research — much of it based on large-scale, 
well-implemented, experimental research designs — showing that supplementing 
the earnings of parents helps raise families out of poverty and improves the school 
performance of young children. This point is so important — and to many so 
surprising — that I want to state it again: We have reliable evidence involving 
thousands of families in multiple studies demonstrating that “making work pay” 
causes improvements in young children’s school performance. 

We discuss these finding in more detail in a report titled: “Earned Income Tax Credit 
Promotes Work, Encourages Children’s Success at School, Research Finds,” by Chuck 
Marr, Jimmy Charite, and Chye-Ching Huang, revised April 9, 2013. 
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2. In your testimony you state “Policymakers can enact measures now, as part of a balanced 
deficit-reduction package, that would achieve significant Medicare savings (a few 
hundred billion dollars over ten years) without jeopardizing the quality of care or access 
to care.” 

What specific changes would you suggest we make to strengthen Medicare while also 
protecting it for millions of older citizens and people with disabilities? 

Answer : The Medicare proposals in the Administration’s fiscal year 2014 budget would 
save $371 billion over the first ten years and $1 trillion in the second ten years, according 
to the Office of Management and Budget. These proposals all merit serious consideration 
and illustrate the kinds of changes that can be maide without raising Medicare’s age of 
eligibility or removing its guaranteed benefit. 

More than three-quarters of the budget’s Medicare savings over the first ten years stem 
from changing payments to providers. The largest single proposal would secure the same 
low prices for drugs prescribed to low-income Medicare beneficiaries that Medicaid pays 
for those drugs. Other provider proposals in the budget include refining payment 
mechanisms for post-acute care, reducing overpayments to Medicare Advantage plans, 
and changing payments for clinical laboratory services. 

The budget also includes earlier Administration proposals for further structural changes 
in Medicare. The budget would increase the income-related premiums paid by upper- 
income beneficiaries and gradually expand those premiums to cover a larger fraction of 
beneficiaries. It would also increase cost-sharing for new beneficiaries by raising the 
deductible for physician services, introducing co-payments for certain home health care 
services, and introducing a premium surcharge for those who purchase Medigap 
supplement plans that provide near-first-dollar coverage (which encourages greater 
utilization of health care services). Finally, the budget would strengthen the Independent 
Payment Advisory Board and lower Medicare’s target spending growth rate per 
beneficiary, now set at the rate of GDP growth per capita plus 1 percentage point, to GDP 
growth per capita plus 0.5 percentage points. 
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STATEMENT OF HON. ORRIN G. HATCH, RANKING MEMBER 
U.S. SENATE COMMITTEE ON FINANCE HEARING OF FEBRUARY 26, 2013 
THE BUDGET AND ECONOMIC OUTLOOK; FISCAL YEARS 2013 TO 2023 


WASHIN6TON - U.S. Senator Orrin Hatch (R-Utah), Ranking Member of the Committee on 
Finance, delivered the following opening statement at a committee hearing examining the 
nation's budget and economic outlook for fiscal years 2013 to 2023: 

Thank you, Mr. Chairman, for holding today's hearing. I want to welcome all of our 
witnesses and thank them for their willingness to appear here today. 

This is an important hearing and, given that we are currently in the midst of a national 
debate over our country's fiscal future, it couldn't be more timely. 

Anyone who takes a careful look at our federal finances should be very nervous. We 
have had four consecutive years with deficits above $1 trillion. By the end of this fiscal year, 
CBO projects that the debt held by the public will reach the largest percentage of GDP since 
1950. 


And, it only gets worse as time goes on. 

After a temporary lull in the growth of debt in 2018, CBO projects that the debt will rise 
for the remainder of the 10-year budget projection window, measuring 77 percent of GDP by 
the end of 2023. 

According to CBO: 

"Along such a path, federal debt held by the public will equal a greater percentage of 
GDP than in any year between 1951 and 2012 and will be far above the average of 39 
percent over the 1973-2012 period. Moreover, it will be on an upward trend by the end 
of the decade. Debt that is high by historical standards and heading higher will have 
significant consequences for the budget and the economy..." 

Those negative consequences of our growing national debt will include: higher interest 
costs, lower national savings, more borrowing from abroad, less domestic investment, lower 
incomes, lesser abilities of policymakers to respond to unexpected challenges like natural 
disasters, and a greater likelihood of a fiscal crisis. 

While some will try to argue that the coming debt crisis can be blamed on a lack of 
sufficient revenue, nothing could be further from the truth. 

With the tax increases included as part of the fiscal cliff package that passed on New 
Year's Day, federal revenue as a share of our GDP is on a path to exceed the average of the last 
40 years. 
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So, despite some adamant claims to the contrary, it's clear that our government has a 
spending problem, not a revenue problem. 

Another common claim we've heard from the White House and from many here in 
Congress is that, over the last year and a half, we've already cut spending dramatically. 

This is also untrue. By any measure, spending has increased significantly under this 
administration. 

For starters, federal outlays in Fiscal Year 2012 were well above 2009 levels. 

Now, some have argued that it's not fair hold the Obama Administration entirely 
accountable for all of the outlays incurred during 2009. So, for now, let's consider Fiscal Year 
2010. 


When you compare federal outlays in Fiscal Year 2012 with those of Fiscal Year 2010, 
you see an increase in spending of over $82 billion. 

At the same time, as the economy has sluggishly recovered, federal revenues have 
increased. In Fiscal Year 2012, they were up by more than $286 billion compared to 2010. 

So, between 2010 and 2012 the deficit went down by just over $204 billion. And, 
literally no part of that reduction can be attributed spending cuts; it's all due to higher 
revenues. 

Despite these facts, the President continues to resist any real spending restraint and 
calls for even more tax hikes, even though he Just raised taxes less than two months ago. He 
also refuses to entertain serious, structural changes to our entitlement programs, even though 
everyone agrees that entitlement spending is the main driver of our debts and deficits. 

As far as I'm concerned, any conversation about reducing our deficits that doesn't focus 
on shoring up and reforming our entitlement programs is a missed opportunity. 

In the more immediate future, we face the indiscriminate spending reductions that are 
scheduled to begin on March 1 under the so-called sequester, which CBO says will reduce 
actual outlays in FY 2013 by around $44 billion, or just over one percent of total federal 
spending. 

The debate over the sequester appears to be headed down the same path that all of our 
recent fiscal debates have followed, with the President and his allies here in Congress insisting 
that, in lieu of actually cutting spending, we raise taxes on the so-called rich. 

And, once again, none of the tax hike proposals we're hearing about were considered by 
this Committee. Instead, they have been drafted somewhere else behind closed doors. 

Today, we will hear more about these and other fiscal challenges facing our nation. In 
addition to discussions about our long-term budgetary problems, I expect we'll hear 
recommendations about how to deal with short-term spending reductions scheduled under the 
sequester. 



I assume that we'll also continue to hear grand claims of deficit reduction that measure 
progress using selective baselines and include only promises to reduce spending in the future. 
Once again, by any measure, spending has not been cut to date. We have promises for future 
cuts in spending, but nothing has been realized. 

I hope today's hearing will, among many other things, help us get to the bottom of some 
of these claims and clarify for the American people how much Congress has actually done to 
reduce the deficit in recent years. 

Mr. Chairman, thank you again for holding today's hearing, and I look forward to 
hearing from our witnesses on both of today's panels. 
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SUBMITTED BY SENATOR HATCH 


July 26, 2011 

Fact Sheet: Who Benefits From Tax Expenditures? 

In much of the coverage of tax expenditures, it has been taken as an article of faith that they disproportionately 
benefit wealthy taxpayers. But, data show tax expenditures tend to skew towards middle class Americans or those 
below the Obama Administration’s definition of the rich - that is singles with adjusted gross incomes over $200,000 
per year and married couples with incomes over $250,000 per year. 

According to the Joint Committee on Taxation, taxpayers with income over $200,000 bear 64% of the tax burden 
while taxpayers earning under $200,000 be^ 36%. TTie following summarizes the percentage of tax expenditures 
that go to these taxpayers: 

Mortgage Interest Itemized Deduction: 30% of the benefit of the mortgage interest tax expenditure goes to 
taxpayers over $200,000. Taxpayers with income below $200,000 receive 70% of die benefit, while shouldering 
36% of the tax burden. By a ratio of almost 2 to 1 , taxpayers under $200,000 benefit from it. 

Earned Income Credit: It is a refundable credit. That means taxpayers receive it whether they pay income tax or 
not. Because the earned income credit is refundable, the so-called rich taxpayers do not benefit from it, but 100% of 
the benefits go to those earning under $200,000. 

Child Tax Credit: This is by definition, limited to lower and middle income taxpayers. Again, none of it goes to 
higher income taxpayers. 

State and Local Taxes: This one splits down the middle - 50% of this broad-based deduction goes to middle 
income families and 50% to top earners. 

Charitable Itemized Deductions: Of all of the tax expenditures listed, at 55% this one distributes in the highest 
proportion to taxpayers above $200,000 in income. But keep in mind, overall, taxpayers with income over $200,000 
bear 64% of the tax burden. This means, proportionately, the charitable deduction benefits taxpayers under the 
$200,000 level more than taxpayers above the $200,000 level. 

Tax-Free Portion of Social Security Benefits: Just 2% of that favorable tax treatment of Social Security goes to 
seniors with incomes over $200,000. 

Real Property Taxes: While some may say that only those with villas are taking the property tax deduction, 80% 
of the real property tax benefit goes to taxpayers under $200,000. 

Education Credit: Here again, 100% of these benefits go to taxpayers earning under $200,000. 

Medical Itemized Deduction: 89% of this tax benefit goes to taxpayers earning less than $200,000. 

Dependent child care credit: This is a modest tax credit that working moms and dads can tap. Like the child tax 
credit, it mainly is used by middle income families. 96% of the benefits of this credit go to families earning less 
than $200,000. 

Student Loan Interest Deduction: This tax benefit is income limited. All of the benefit goes to taxpayers earning 
less than $200,000. 

Source: Joint Committee on Taxation Estimates of Federal Tax Expenditures for Fiscal Years 2010-2014, 

December 15th, 2010, http://www.ict.gov/publications.html?func"Startdown&id=37!8 . 
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July 14,2011 

Fact Sheet: What Are the Top 10 Largest Tax Expenditures? 

Tax expenditures are incentives that were intentionally included in the tax code by Congress to realize certain policy 
goals. They are neither spending nor “loopholes” for millionaires, yachts or corporate jets. 

Given their reach and impact on so many middle-class Emilies, reducing them as a means of accomplishing 
fundamental tax reform shows the challenge ahead. Achieving a significant tax overhaul requires a basic 
underetanding of what tax expenditures are in order to have a feir and constructive debate to make the tax code more 
efficient and less burdensome. 

So, what are the top 10 largest tax expenditures? 

(NOTE - these are not only the largest tax expenditures, but they also benefit individuals.) 

1. Exclusion for Employer-Provided Health Insurance. 

Representing 1 3 percent of tax expenditures, it’s the single largest tax expenditure. To do away with this would 
threaten access to health care for families and individuals that have health insurance through their employers. 

2. Home Mortgage Interest Deduction. 

Having helped millions of Americans achieve home ownership, this expenditure accounts for 9 percent of all tax 
expenditures. 

3. Preferential Rates for Dividends & Capital Gains. 

Take away this tax expenditure which accounts for 8 percent of tax expenditures, and the rate on dividends will 
almost triple in less than 18 months, and the rate on capital gains will go up 59%, also in less than 18 months. This 
will discourage investment in stocks and bonds. 

4. Exclusion of Medicare Benefits. 

Accounting for 7 percent of tax expenditures, its elimination would increase taxes seniors’ Medicare benefits. 

5. Pre-Tax Treatment of Defined Benefit Pension Plan Contributions. 

This is a tax benefit that reduces the cost for those workers who save for retirement. It represents 6 percent of tax 
expenditures. 

6. Earned Income Tax Credit. 

Designed for low*income people, the Earned Income Tax Credit accounts for five percent of all tax expenditures. 

7. Deduction for State and Local Taxes. 

This deduction would hit high-tax states hardest, driving up the marginal rate of taxpayers who take this deduction 
by as much as 35 percent. It represents 5 percent of all tax expenditures. 

8. Pre-Tax Treatment for Contributions to a 401(k). 

At four percent of tax expenditures, this is a significant incentive to families and individuals to save for retirement. 

9. Exclusion of Capital Gains at Death. 

If this one goes, death would be taxed twice. Fii^t, the decedent’s estate mi^t get hit with the death tax. Then the 
decedent’s heirs would be subject to tax again on the gain embedded in any inherited asset, should they decide to 
sell it. This accounts for four percent of tax expenditures. 

10. Deductions for Charitable Contributions. 

This is the tax benefit for donations to charities other than education and health care institutions, including donations 
to religious institutions. This charitable deduction represents four percent of tax expenditures. 

Source; Joint Committee on Taxation, “Estimates Of Federal Tax Expenditures For Fiscal Years 2010-2014,” 
December 21, 2010, http://www.ict.gov/Dublications.htmI?fttnc=startdown&id=3717 . 
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July 12,201! 

Debunking the Myths of So-Called Tax Expenditures 

Some in Washington have claimed that eliminating tax expenditures is the same as getting rid of wasteful spending 
or closing unwanted loopholes. The reality is somewhat different. Middle-class femilies would hardly agree that 
incentives to save for college and retirement or to buy a home are loopholes. Here’s a closer look at the myths of 
tax expenditures: 

MYTH: Tax Expenditures Are Spending. 

FACT: The federal government cannot spend money that it never touched and never possessed. Tax expenditures 
let taxpayers keep more of their own money. And only by the public consent is the government permitted to take 
some of it in taxation to pay for certain public goods. When tax hike proponents say we are giving businesses and 
individuals all this money in tax expenditures, they are incorrectly assuming that the government has that money to 
give in the first place, when in fact it does not. To the contrary, the government never touches the money that a 
taxpayer keeps due to benefitting from a tax expenditure, whereas with spending, the government actually collects 
money from taxpayers and then spends it. 

Another difference between tax expenditures and spending is that reducing or eliminating a tax expenditure without 
an offsetting tax cut to reach a revenue neutral level will cause the size of the federal government to grow, w'hile 
reducing or eliminating spending causes the size of the federal government to shrink. 

MYTH: Tax Expenditures are Loopholes, 

FACT: This is deliberately inaccurate. A loophole is something that Congress did not intend and would generally 
shut down, at least going forward, once it learned of the loophole. Tax expenditures, by contrast, were generally 
placed by Congress into the tax code deliberately. For example, the largest tax expenditure is the exclusion for 
employer-provided health insurance and benefits. The second-largest: the home mortgage interest deduction. 

Whether you agree with a particular tax expenditure or not, an honest debate requires recognition that tax 
expenditures were designed by Congress with economic or social goals in mind and are not inadvertent loopholes. 
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July 11,2011 

Hatch: Raising Taxes By Cutting Tax Expenditures For Deficit Reduction is “Dog That Won’t Hunt” 

WASHINGTON - In a speech on the Senate floor today, U.S. Senator Orrin Hatch (R-Utah), Ranking Member of 
the Senate Finance Committee (R-Utah), slammed the Olmma Administration’s decision to raise taxes by cutting tax 
expenditures to achieve deficit reduction, will be a “bull’s eye on the backs of middle class American families.” This 
speech is the third in a series Hatch has delivered on so-called tax expenditures. 

Following are excerpts from Hatch’s speech: 

On Why Tax Hikes “On the Rich” Won’t Rtatorc Fiscal Order: 

“Tax increases on the wealthy will not get our nation to fiscal balance. Even if we let the Bush tax breaks expire for 
the top income bracket, the total amount raised over ten years would be $615 billion. Yet our deficit this year alone 
is $1 .5 trillion. And this is why the issue of tax expenditures is critical. Democrats talk about tax expenditures as 
though they are the holy grail of deficit reduction. Just close these loopholes, and happy days are here again. I am 
not going to let them get away with this. Cutting back tax expenditures is a convenient way for Democrats to tax 
middle class taxpaying families and small businesses without having to say they are raising their tax rates.” 

On the “Lion’s Share of Tax Expenditures”: 

“The lion’s share of tax expenditures go to that part of the middle class that is already shouldering much of the 
nation’s tax burden. Most tax expenditures are either income limited or of limited value to wealthy taxpayers. 
Likewise, low income families don’t pay income tax. They receive tax expenditures that are designed for the non- 
taxpaying population. So, who is left? The answer is the taxpayers who are not rich by the President’s definition. 
The answer is middle class families.” 

On Current Deficit Reduction Negotiations; 

“Contrary to the President’s vague assertions, the left wing base that he is depending on for his reelection, refuses to 
any meaningful structural reforms to the spending programs that are bankrupting the country. That means that the 
only serious deficit reduction option available to Democrats is massive tax increases on the middle class. Democrats 
won’t acknowledge the inevitable tax increases that their agenda assumes, and Republicans won’t give the President 
any cover in this drive to ‘spread the wealth around.’ That is what is holding up this process.” 

On Why Cut Backs in Tax Expenditures Will Not Achieve Real Deficit Reduction: 

“Instead, he [President Obama] and his party sit around and spread the myth that simply getting rid of tax 
expenditures and loopholes will fix our problem. We have two reasons to worry about that wrong-headed 
approach. One, to the extent deficit reduction energies are diverted to cutting back tax expenditures, pressure is 
taken off the root cause of the deficit and debt problem. That is, pressure that should be brought to bear on out-of- 
control spending programs, is released. Two, the productive sectors of the economy - workers, small business 
owners, and investors - are burdened with yet more in federal taxes. For many reasons, cutbacks in tax expenditures 
are a deficit reduction dog that won’t hunt.” 
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Introduction 


Chairman Baucus, Ranking Member Hatch and members of the Committee, I am 
pleased to have the opportunity to appear today. In this testimony, 1 wish to make 
three basic points: 

• The level and projected growth of federal debt is a drag on current U.S. 
economic growth and a threat to future prosperity, 

• The scale of debt reduction required dwarfs the impending sequester and 
associated discretionary caps in the Budget Control Act, and 

• A superior strategy for debt control and economic growth is to pair 
entitlement reform with pro-growth tax reform. 

I will pursue each in additional detail. 


The Economic Consequences of Federal Debt 

Earlier this month, the Congressional Budget Office (CBO) released its Budget and 
Economic Outlook for 2013-2023. This release is particularly significant in light of 
recent events. 

For the first time in over ten years, the current-law baseline offers a fairly 
reasonable projection of the nation's current budget policy over the next decade. 
With the enactment of the so-called "fiscal cliff tax deal, current tax law is relatively 
stable - that is, largely free of scheduled expirations that are regularly overturned. 
On the spending side, the discretionary caps under the Budget Control Act of 2011 
(BCA] give a realistic pathway for annual appropriations. Mandatory spending is, of 
course, guided by current law with the overall result that current law provides a 
good depiction of current budgetary intent over the next decade. 

One would hope that outlook would reveal that existing deficit reduction measures 
(the BCA and the tax increases embedded in the American Taxpayer Relief Act 
(ATRA]} have improved the federal government’s finances. Unfortunately, CBO’s 
baseline confirms that the nation, despite claims to the contrary, remains on a 
damaging debt pathway. 


The Debt Trajectory (2013-2035) 

Under current law debt held by the public - measured as a fraction of Gross 
Domestic Product (GDP) - will temporarily shrink during the ten-year budget 
window. Some will suggest that the absence of immediate and additional severe 
debt accumulation in the near-term provides the nation the freedom to forgo 
meaningful debt reduction. This ignores the fact that the debt outlook is but a 
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temporary reprieve, as the debt burden begins to rise toward the end of the budget 
window. A conservative medium-term projection reveals that the debt held by the 
public will continue to spiral upward and reach 105 percent of GDP by 2035 (see 
Figure 

Figure 1: 



Federal Debt is a Drag on the Economy 

It is often asserted that the economic downside to excessive federal debt is a distant 
threat; indeed, that it is even more economically damaging to address the debt 
explosion than to accommodate it. This reasoning is 180 degrees from reality, as the 
U.S. is already paying an economic price for the excessive federal debt. 

Research of Carmen Reinhart and Kenneth Rogoff - based on a careful empirical 
analysis of 44 countries over the past two centuries - indicates that when gross 
government debt (as a percent of GDP) exceeds 90 percent, median growth is 
roughly 1 percentage point lower annually than for comparable countries with 
lower debt burdens. ^ 


^ AAF calculations. Details available upon request. 

^ http://wwv v . e c ' onom ic ,s.liarvar(l,edu/facii!tv/rogon’/nies/Growth in Time Dcht.pdf 
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Gross federal debt already exceeds 100 percent of U.S. GDP, and under current law 
gross debt will remain above 90 percent over the entire 2013-2023 period.^ 
Applying the research rule of thumb indicates that the U.S. is right now paying a 
persistent growth penalty of 1 percentage point per year (see Figure 2). 
Accordingly, debt reduction is no mere arithmetic exercise - it is an economic 
imperative. Continued high levels of indebtedness will slow annual economic 
growth, and therefore slow job creation and wage growth. 


Figure 2; 



The administration has estimated that one percentage point in growth translates 
into approximately 1 million jobs created.'* Accordingly, over the period in the CBO 
baseline, a persistent 1 percentage point growth penalty should translate into an 
annual penalty of 1 million jobs forgone - or 11 million jobs over 2013-2023 (see 
Figure 3). 


^ Gross federal debt is larger than the debt in the hands of the public. 1 focus on it in what follows to permit comparisons with 
the published research. 

* http://www.p 
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Figure 3: 



Slower job creation is only one metric of the price the U.S. is paying for not 
addressing the federal debt load. Over 2013-2023, CBO estimates growth of wages 
and salaries to average about 5 percent. Median household income was $50,054 in 
2011.'^ Under CBO’s projections, this should exceed $86,000 by 2023. Assuming a 
growth penalty of 1 percent, however, indicates that this income growth would be 
penalized by as much as $9,390 by 2035 under current law (see Figure 4). 

The Mechanisms of Slower Growth 

One question that arises is the mechanism by which the deleterious growth effects 
occur. This is far from mysterious. In the worse case, a nation might be unwilling to 
undertake the tax and spending changes needed to stabilize its debt. A conscious 
strategy to sail straight toward a financial crisis would alarm small firms, large 
firms, and investors alike. Their unwillingness to hire, expand, and start new firms 
would immediately hamper growth. 

Alternatively, the strategy might be dominated by an unwillingness to control 
spending and instead a commitment to dramatic tax increases as the means of 


^ http://vvvvw,ceiisii.s.g o v / p r oti/20 ] 2piih.s , 
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reducing deficits and debt. The deleterious growth effects of anticipated sharply 
lower returns to work, saving and investment will become immediately apparent. 
These estimated penalties to growth, employment, and income penalties from high 
debt include the budgetary impacts of higher tax rates, lower discretionary 
spending, and the sequester enacted in recent years. The obvious conclusion is that 
additional deficit reduction is needed to avoid debt-driven economic stagnation. 
There exist, however, important disagreements over just how much further deficit 
and debt reduction should be pursued. 

Figure 4: 


High Debts Penalize Incomes 
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Targets for Debt Reduction 

What is the right target for debt reduction? Many recent discussions on additional 
debt reduction have focused on "stabilizing" the debt as a share of GDP. That would 
be a sensible goal if it is stabilized at a level that is manageable and does not pose 
risks to the economy. Unfortunately, as noted above, the debt is currently above 
those levels. Stabilizing at or near the current levels of debt is a commitment to a 
future of slower growth and impending financial crisis. 

A more sensible would be to reduce the debt to below the empirically observed 
threshold of 90 percent of gross debt as a share of GDP, thereby reducing the risk of 
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financial crisis and stagnant growth. For example, choosing a gross debt-to-GDP 
ratio of 85 percent would require approximately $4 trillion in additional deficit 
reduction over ten years (see figure 5). 

Figure 5 


Debt Comparisons 
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In addition to maintaining the current anti-growth effects of high debt, any plan to 
merely stabilize the debt within ten years would contribute to a failure to restrain 
debt accumulation over the medium and long-term. The stability promised by a 
more modest ($1.5 trillion in 10 years) deficit reduction plan would persist for only 
a single year beyond the ten-year budget window. Thereafter, the debt would grow 
as a share of the economy to 87 percent by 2035 (see Figure 6). 

This is significant from a risk-management perspective. The longer that debt is 
preserved at high levels, the longer the risk remains that the United States would be 
vulnerable to a fiscal crisis. 

Risk Management Issues and Debt Projections 

The economic projections underlying the CBO baseline assume real GDP growth of 
2.7 percent and 10-year interest rates of 4.4 percent over the next ten years. Plans 
to stabilize the debt-to-GDP using this projection are vulnerable to downside risks 
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that would worsen the nation's debt outlook, and contribute to the well-understood 
mechanics of a fiscal spiral. 

Slower growth or higher interest payments would be followed by higher debt, 
slower-yet growth, higher-yet interest rates and so on. Moreover, preserving debt 
held by the public at above 70 percent of GDP (or 100 percent in gross terms) leaves 
no cushion to absorb other adverse geopolitical or natural events. It assumes on can 
take comfort in the razor-thin margins embedded in necessarily- inexact 
projections. 

Figure 6 


"Stability" is Merely Temporary 
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Importantly, even a "stable" deficit reduction plan for the next 10 years does not 
contain the growth of the debt beyond the ten-year window. 

Sequestration: A bad idea whose time has come 

Of lesser consequence than the broader fiscal outlook, but perhaps greater 
immediacy, is the pending sequester. The automatic enforcement mechanism of the 
failed "Super-Committee's” goal $1.2 trillion in deficit reduction is an admittedly 
blunt budgetary policy that is a poor substitute for meaningful reform, but is 
preferable to no spending reduction at all. 
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First, there is a need to demonstrate that spending will actually be controlled. CBO 
estimated that the discretionary spending caps in the BCA would reduce spending 
by $756 billion over ten years, exclusive of debt service.^ However, these are 
promised benefits - they contain no programmatic changes that would guarantee 
lasting deficit reduction. Will these really occur? 

Indeed, this past year has already seen Congress and the Executive branch willing to 
exceed the statutory caps for security spending, and supplement expenditures for 
Hurricane Sandy will increase budget authority by over $50 billion in FY 2013.'^ This 
increase nearly matches the entirety of the funding reduction of $62 billion in 
FY2013 attributable to the discretionary caps imposed by the BCA, as estimated by 
CBO, I point this out only to emphasize that promised deficit reduction in the 
absence of programmatic change is ephemeral. CBO has echoed this sentiment, 
noting that "holding discretionary spending within the limits required under 
current law might be difficult.. .the original caps on discretionary budget authority 
established by that legislation would reduce such spending to an unusually small 
amount relative to the size of the economy.” 

Sequestration will reduce the deficit modestly this year. Going forward, the 
mechanics of this automatic enforcement mechanism - essentially tighter 
discretionary caps married to a mandatory sequester - may only worsen the 
challenge of maintaining the discretionary caps. However, in the near term, the 
sequester will reduce outlays by $44 billion this year. 

A second issue is the impact on government services. These impacts are real and we 
are beginning to hear about potential service disruption. To the extent practicable, 
agencies should be allowed to mitigate service disruption through prioritization, but 
some diminution of federal services should be expected. The potential disruption to 
federal agencies is not insignificant, but also not insurmountable. 

The final issue is the impact on economic growth. Obviously, I believe it is 
imperative to control the debt and that this will have beneficial impacts. At the 
same time, the near-term impacts of the sequester are far less consequential than 
many have portrayed. The sequester is an $85 billion (roughly $44 billion in actual 
outlays) cut in a $3.6 trillion annual budget in a $16 trillion economy. That is a slice 
representing one half of one percent of the pie. Economic calamity will not ensue. 

The economy is growing at about $630 billion per year. For the sequester to wipe 
out economic growth - as some rhetoric suggests - it would have to create roughly 7 
times its size in economic impact, which far exceeds any realistic estimate of the size 
of economic multipliers. 


‘ http: //WWW, cbo.eov/5ites/detault/files/cbQliles/ftiidQcs/123x]i/docl2357/budretcontrQlactaiigl.p df 
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Thus, a more realistic estimate predicts more modest near-term effects, 1 don’t 
dispute that, all else being equal, a reduction in federal expenditures now will not 
have some impact in the economy. Rather, it is important to recognize the need for 
some near term reduction in current spending to the benefit of future economic 
growth that is risked by higher debt. 


Better Strategies for Debt and Growth 

As noted above, the nation faces a significant debt challenge, and existing measures 
to address it, though necessaiy, are inadequate. Removing the sequester would 
avoid some near-term discomfort, but the fiscal challenge confronting the United 
States is daunting and failure to address it in a credible way would likely generate 
negative economic effects. The CBO noted “eliminating or reducing the fiscal 
restraint scheduled to occur next year without imposing comparable restraint in 
future years would reduce output and income in the longer run relative to what 
would occur if the scheduled fiscal restraint remained in place." It is therefore 
necessary to pair any mitigation of near-term fiscal tightening with meaningful 
budget restraint in future years. 

The essence of a better strategy is to pair the entitlement reform with tax reform, 
thereby controlling the underljdng source of debt explosion and supporting the 
most rapid pace of economic growth possible. As an example, the American Action 
Forum has formulated Balanced, a plan to navigate these duel challenges. Balanced 
reflects the principle that the United States is served best by a contained, efficient 
government focused on core national security and domestic activities, including a 
durable social safety net. It is guided by the lesson of history that the best approach 
to simultaneous poor growth and explosive debt is to keep taxes low, reform taxes 
to be more pro-growth, preserve core functions of government, and focus on 
transfer programs - entitlement programs in the United States - as the route to 
controlling debt. 

Balanced includes several key priorities that reflect the right balance of near-term 
growth considerations and longer term debt challenges. 

Fundamental Tax Reform 

While the "fiscal cliff’ tax deal established some degree of permanence to the tax 
code, it did little to otherwise improve it Rather, it locked in higher rates and a 
narrower base than is optimal. Looking past the current tax code, there is wide 
agreement that the U.S. corporate tax is an international outlier and in need of 
reform. The end-of-year tax agreement left this outlier untouched. 

Balanced incorporates a fundamental tax reform that would move the U.S. to a 
progressive consumed-income tax code. This plan would be pro-growth and not 
penalize savings and investment. Research suggests that implementing a 
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progressive consumed-income tax consistent with AAF’s tax plan would improve 
long-run economic growth by over 6 percent.® 

Reprioritize the Sequester in Favor of Entitlement Reform 
The sequester has been widely acknowledged as poor policy - a failed "stick” to 
induce more substantive reforms that the "Super-Committee" ultimately failed to 
deliver. Bafanced would reprioritize sequestration with more lasting, mandatory 
savings through programmatic reforms. 

Balanced takes on the budgetary challenge by reforming the projected growth in 
mandatory spending programs, specifically health and retirement entitlements. 
Accordingly, major reforms focus on these areas of the federal budget Future social 
security benefits are reformed to reflect price, rather than wage growth, while a 
premium support model is phased into Medicare for future retirees. Medicaid is 
reformed to reflect cost efficiencies achievable through competitive bidding. 

Balanced includes additional reforms to other major areas of spending. The plan 
keeps discretionary spending slightly above current law. However, the plan includes 
a repeal of the overreaching and broken Affordable Care Act. 

Taken together, these changes would set forth a credible and gradual improvement 
in the U.S. fiscal position. The American Action Forum plan achieves balance in 
2031, with debt to GDP of 60.2. Over the long term, the AAF plan pays down the 
debt by 48 percent going from 77.6 percent of GDP at the end of FY2013 to 40.1 by 
2037. These are far better budgetary outcomes than those contemplated in either 
current law or modest deficit reduction plans, but through the right policy choices - 
fundamental tax reform paired with entitlement reform - are eminently achievable 
and would leave future generations with a higher standard of living, rather than a 
legacy of debt and poor economic growth. 

Obviously, I have a preference for the proposals developed at AAF. However, more 
important than the particulars are a strategy that shifts the focus of spending 
control to the needed entitlement reforms and shifts the debate on taxes away from 
harmful higher marginal tax rates in favor of pro-growth tax reform. 

Thank you for the opportunity to appear today. 1 look forward to answering your 
questions. 


® David Altig, Alan ]. Auerbach, Laurence Kotlikoff, Kent A. Smetters, and Fan WaUiser, "Simulating Fundamental 
Tax Reform in the United States,” American Economic Review, 91(3), |une 2001, pp. S 74-595. 
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Questions for the Record 

“The Budget and Economic Outlook: Fiscal Years 2013 to 2023” 

Questions for Dr. Douglas Holtz-Eakin 
Hearing Date: February 26, 2013 

Questions from Senator Ron Wvden 

1) As you are undoubtedly aware, almost 27 years ago, when President Reagan and 

Congressional Democrats enacted Tax Reform, it was a big boost to the economy. More than 
six million new jobs were created in just the two years after the 1986 reform - something 
that’s urgently needed today. I don’t claim that every one of those jobs was the direct result 
of tax reform but it certainly helped. 

Since that time, especially in recent years, there have been dozens of calls from members of 
Congress, Administrations, outside task forces and commissions, and economists of every 
stripe for comprehensive tax reform. In the same vein, the Obama Administration has 
acknowledged the need for comprehensive reform with the release of two reports — one in 
August 2010 and one just less than a year ago. And, in his inaugural address last month, the 
President made clear the need to “revamp our tax code.” 

However, despite such repeated calls for comprehensive reform, the reality appears more like 
lip service than commitment. Our current system is terribly inefficient, hopelessly complex 
and not by any measure the kind of pro-growth policy our country needs. 

Since 2001, Congress has passed almost 140 laws amending the tax code in one way or the 
other, and with each such adjustment, the revenue regime the country now has becomes even 
more byzantine, counterproductive and uneconomical. It has now gotten to the point that 
almost as much, if not more, money is spent through the tax code as it brings in, so it’s 
getting harder and harder even to call it a revenue code at all. 

Individuals and businesses need confidence and certainty, and irregular short-term extensions 
of major parts of the tax code offer neither. 

In Dr. Greenstein’s testimony, he notes that deficit reduction can be achieved through 
reductions both in spending in the tax code and in spending on the outlay side of the budget, 
and he cites the esteemed Martin Feldstein in support of this proposition. 

In the Wall Street Journal last week, Dr. Feldstein wrote: “Republicans want to reduce the 
deficit by cutting government spending while Democrats insist that raising revenue must be 
part of the solution. Yet the distinction between spending cuts and revenue increases breaks 
down if one considers tax expenditures. Here are some examples. If I buy a solar panel for 
my house, a hybrid car, or an energy-efficient refrigerator, the government pays me. But 
instead of sending me a check, it gives me a tax credit or a tax deduction. There are dozens of 
such examples that increase the annual budget deficit by billions of dollars. Congress should 
review these tax expenditures and eliminate those that the country cannot afford.” 
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Feldstein has also written that “tax expenditures are the single largest source of wasteful and 
low-priority spending in the federal budget and one of the first places policymakers should 
go to restrain spending,” 

Dr. Elmendorf, in testimony before the House Budget Committee, made a similar point when 
he stated that tax expenditures “are really best viewed as a form of government spending 
because they are directed at particular people or entities or designed to subsidize particular 
activities,” almost precisely analogous to other government spending, 

Alan Greenspan has suggested that tax expenditures represent just as great a threat to a 
sustainable budget path as any other spending, including entitlements. 

a. With that background, what, in your respective views, are some of the least economically 
efficient and/or Justifiable tax expenditures? What economic effects — positive or 
negative — ^woutd you expect from their repeal? How would each of you propose we 
maximize any positive or mitigate any negative effects? 

The fundamental problem facing the United States is poor growth. Since growth 
ultimately derives from decisions to forego current consumption in favor of investments 
in capital, skills, and technologies, tax policy can support better growth by not 
discriminating against investment, or by not subsidizing consumption. Tax expenditures 
should be evaluated from this perspective. Those that subsidize consumption (e.g., the 
tax exclusion for employers sponsored health insurance) should be pared back. 


b. In a similar vein, there is a great debate among Republicans and Democrats as to what we 
should do with any additional revenue generated by rolling back or reducing tax 
expenditures, also commonly referred to as closing loopholes. On the one hand, some 
would have us use any additional revenue to buy down marginal tax rates, while, on the 
other, some would have us use any resulting revenue for deficit reduction and/or other 
investments. Weighing in on that debate, Martin Sullivan, a widely read commentator on 
tax policy, has suggested that perhaps the best solution would be to devote half of any 
resulting revenue to reducing rates and half to reducing the deficit. Do you feel that 
Sullivan has the ratio about right? Or would you suggest a different allocation of any 
resulting revenue and why? 


The greatest tax reform need is to lower the US. corporation income tax rate to an 
intemationally-competitive level; say, 25 percent. Good tax policy requires that 
businesses be taxed the same, regardless of their legal form. In practice, that means that 
the pass-through entities taxed under the individual income tax should face a 25 percent 
rate as well. To the extent that base-broadening meets this objective and still generates 
additional revenue, that revenue should be devoted to deficit reduction. 

2) In his State of the Union, the President discussed the need for investment in transportation 
and infrastructure. That means roads, bridges, rail, ports, and inland waterways. You 
simply cannot have a big league economy with a little league transportation system. In the 
Senate, there is widespread consensus that highways, roads, transit systems, and bridges must 
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be fortified. Furthermore, transportation projects put people to work, which the construction 
industry and the country need. 

But the big challenge, in my view - the outstanding issue - is how America will pay for 
improving our transportation system, especially given the budget outlook. Fortunately, there 
is a proven way to generate tens of billions of dollars of additional funds for transportation on 
top of what is raised by the gas tax. The idea is based on Build America Bonds, which for 
years had widespread bipartisan support and were tremendously successful. 

My proposal would be to authorize Transportation Regional Infrastructure Project bonds, or 
“TRIP bonds”, which I first proposed in legislation last Congress. Under the legislation, 
TRIP bonds would provide up to $1 billion in tax credit bonds for each state to use for 
transportation and infrastructure projects of the state’s choosing. 

In a time when we are trying to get our fiscal house in order, “TRIP bonds” use federal tax 
credit bonding to leverage private dollars for investment in infrastructure. This decreases the 
federal government’s share of the cost, while still investing in critical infrastructure that’s the 
gateway to the United States’ big league economy. 

Soon, I will reintroduce the TRIP legislation, and I hope it garners the same bipartisan 
support it did last Congress. It’s my hope that we can use TRIPs to grow our national 
investment in transportation and infrastructure in a fiscally responsible and economically 
efficient manner. 

Inadequate revenues in the Highway Trust Fund have denied state transportation departments 
the long-tenn stability to carry out much-needed investments in critical infrastructure 
projects. Given the difficulty of finding new revenues and the need to get our fiscal house in 
order, do you think there’s a strong case to be made for federal tax-credit bonding for 
transportation and infrastructure projects as an alternative to direct spending? Can each of 
you provide your thoughts on the relative economic merits of this approach to infrastructure 
financing in a time of scarce budget resources? 


/ have supported TRIP bonds - implemented in a deficit-neutral fashion — as a means of 
financing the U.S. infrastructure needs. See httD://americanactionfbrum.ore/tOBio'trw- 

honds-and-nationai-infrastructure-need.'i . 
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From Senator Robert Menendez 


1) As you already know, the Ryan budget sought to cut all discretionary spending as a share of 
the total economy to 3.5 percent of GDP, while somehow still protecting defense spending. 
Assuming defense spending remains level in real terms, budget experts have estimated that 
under the Republican budget most of the rest of the federal government outside of health 
care. Social Security, and defense would cease to exist. 

If you compare the cuts to the non-defense side of discretionary spending from sequestration 
to the cuts that would be necessary for the Ryan budget to work, is sequestration that much 
harsher? Would the real world impact on air travel, our schools, food inspection and any 
number of other important services face any more serious deterioration over the long-term 
from sequestration than they would if the Ryan budget actually became law? 

Both sequestration and the House budget resolution overly rely on disciplined non-defense 
discretionary spending to meet budget targets over the next decade. An important difference 
is that any budget approach provides flexibility that is not available in the across the board 
cuts sequestration uses in 2013 and 2014. 

2) The Congressional Budget Office wrote in their latest report on the budget and economic 
outlook: "Persistent long-term unemployment will lead some workers to leave the workforce 
earlier than they would have otherwise and will erode the skills of other workers, making it 
harder for them to find work in the coming years." Compounding this problem is evidence 
which shows many employers discriminating against the long-term unemployed, 
perpetuating a vicious cycle. The longer a worker is unemployed the less attractive they are 
as a job candidate and the longer they remain unemployed. 

How difficult do you believe the crisis of long-term unemployment is today and what, in 
your view, are some of the most effective steps we can take to tackle the problem? 

I believe that this is a significant problem that merits a strategic response. At the 
macroeconomic level, better policies (tax reform, entitlement reform, immigration reform) 
that raise the trend rate of economic growth in the U.S. are essential. For too many years, 
the focus has been on discretionary "stimulus " approaches that neither suit the problem 
(poor sustained growth) nor have a track record of success. At the microeconomic level, it is 
time for the federal government to consolidate the disparate training programs strewn across 
agencies into a single, effective lifelong learning program for adult workers. 

3) In my view, expanding opportunities for workers to advance their skills and their value is a 
critical one when we’re thinking about how to help shore up the economic fortunes of the 
middle class. Estimates show the economy is going to be short 5 million trained workers by 
2018. Every state in the country is confronted with this shortage and in my opinion, we 
shouldn’t shy away from any opportunity to address the issue. 

Do you agree that there is an increasing challenge for America to produce more skilled 
workers and do you believe there should be a federal role in meeting that challenge? If so. 
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what do you believe would be some of the most effective policy measures Congress should 
consider? 

America’s global competitive success and the concerns over a widening income distribution 
can only be addressed through better education policies. In general, the U.S. education 
sector is characterized by an absence of competition and open-ended federal subsidies, a 
combination that has produced a “product" of uneven quality and high cost. K-I2 education 
should focus on enhancing choice and accountability in every feasible way - magnet, 
charter, and other schools. Higher education reform should begin with targeting federal 
subsidies (Pell grants and student loans) more effectively. 
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Chairman Baucus and Minority Leader Hatch, thank you for the opportunity to provide 
comments for the record on this topic. As always, we are available to more fully brief members 
and staff regarding our comments or to answer any questions. 

We expect that Dr. Elmendorf will bring you his best assumptions, as is his duty as Director of 
the CBO. Meanwhile, Dr. Holtz-Eaken will likely continue to call for the need to cut 
entitlements while Mr. Greenstein will defend them. 

At the Center for Fiscal Equity, we continue to offer a fresh approach that will help control 
spending, improve the performance of entitlement programs and lead to the paying down, if not 
paying off, of the national debt. In today’s comments, we will highlight how our four part plan 
of reform accomplishes this - especially if taken to its fiillcst extent. Our plan is as follows: 

A Value Added Tax (VAT) to fund domestic military spending and domestic discretionary 
spending with a rate between 10% and 13%, which makes sure very American pays something. 
A VAT-like Net Business Receipts Tax (NBRT), which is essentially a subtraction VAT with 
additional tax expenditures for family support, health care and the private delivery of 
governmental services, to fund entitlement spending and replace income tax filing for most 
people (including people who file without paying), the corporate income tax, business tax filing 
through individual income taxes and the employer contribution to OASI, all payroll taxes for 
hospital insurance, disability insurance, unemployment insurance and survivors under age 60. 
Employee contributions to Old Age and Survivors Insurance (OASI) with a lower income cap, 
which allows for lower payment levels to wealthier retirees without making bend points more 
progressive. The floor of contributions could also occur where the Earned Income Tax Credit 
occurs now, because employer contributions will be funded equally (regardless of individual 
wage). 

Personal income surtaxes on joint and widowed filers with net annual incomes of $100,000 and 
single filers earning $50,000 per year to fund net interest payments, debt retirement, regional 
deficits and overseas and strategic military spending and other international spending, with 
graduated rates between 5% and 25% in either 5% or 10% increments. Heirs would also pay 
taxes on distributions ftom estates, but not the assets themselves, with distributions from sales to 
a qualified ESOP continuing to be exempt. 


(175) 
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Using these tools, we can gain control over our budgetary and economic policy, rather than have 
it happen too us as the CBO projections seem to indicate. 

The debate for many years now centers on discretionarj' spending. Indeed, the current sequester 
takes place solely in that sphere because it is most controllable. Both parties hold on to the 
dream that the budget could be controlled if wasteful pork-barrel spending were limited. At the 
Center, we agree, although providing such control would require a constitutional amendment, as 
a Value Added Tax qualifies as excise taxes for constitutional purposes. Our proposal would be 
to segregate discretionary' non-strategic military and civil spending into regional pools and have 
them be fully funded by a regional VAT. If a region wanted more spending, it would raise its tax 
rate. If it wanted less spending, spending cuts would occur. On the occasion that a region is 
facing dire economic circumstances and fiscal policy appears to be the answer, it would be 
allowed to run a deficit - but only then. This puts the power to determine the size of government 
back in the hands of the people, especially if the VAT is receipt visible. 

Net Business Receipts Taxes (NBRT) are similar to a VAT, except that they allow employer 
offsets for providing social goals. If employer contributions to Social Security were to include 
personal retirement accounts (which should only hold insured employer voting stock rather than 
funds for the Wall Street Casino), they would be an offset to this tax. Otherwise, they would be 
offset from the VAT. This tax would also include offsets for health care funded by the employer 
as well as an enhanced, consolidated and refundable Child Tax Credit, as the Center has 
explained in multiple comments over the past two years. If the Affordable Care Act collapses 
the private insurance system, however, and no offsets are allowed, then the VAT rather than the 
NBRT would lund any single-payer system. The NBRT could also be regionally set (falling 
under the same constitutional change allowing regional VATs) and could include deficit 
spending to develop regions which face human capital deficits. 

Individual OASI taxes can be reduced, with more of the burden put on employers and consumers 
- who in reality pay the tax anyway, especially if the employer lax is shifted to a consumption 
tax. The goal of such a change would be to reduce or eliminate bend points in the benefit 
system, with progressivity provided on the employer side while allowing employees an incentive 
to demand higher wages to build their retirement savings. The OASI taxes would need no 
adjustment to solve the Social Security funding program, as the easier fix would be to increase 
NBRT obligations instead. Because the NBRT and/or VAT have no income cap, increasing 
these taxes will not hurt American workers or jobs as much as a change to the payroll tax or 
benefit formulas surely would. 

As to the income surtax, we would urge that inheritance tax changes recently enacted in the 
American Tax Relief Act be modified so that inheriting an asset is not a taxable event, but 
liquidating it becomes one above the same floor as the income tax. We urge you to respect 
equality among the living rather than among the dead. 

The recent CBO report, which will undoubtedly be discussed, shows that the major driver for our 
deficit is the funding of net interest on the debt, especially internationally. The Center 
commented upon tliis instance to the House Ways and Means Committee on February 14th on 
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this topic regarding tax reform and charitable contributions. We stated, regarding Net interest, 
that: 


This explosion essentially fuels the growth of the growth of the Dollar as the 
world’s currency. Essentially, this means that we pay our expenses with taxation 
(even without adopting the Center for Fiscal Equity Plan) while we roll over our 
debt without repaying it. This seems like a wonderful way for American 
consumers to continue to live like imperial Rome, however it caiuiot last. 

There are two possible ends to this gravy train. The first is the internationalization 
of the Dollar, fte Federal Reserve and our entire political system into a world 
currency or government and its concurrent loss of national sovereignty or the 
eventual creation of rival currencies, like a tradable Yuan or a consolidated 
European Debt and Income Tax to back its currency. In the prior case, all nations 
which use the Dollar will contribute to an expanded income tax to repay or 
finance the interest on the global debt In the second case, the American taxpayer 
will be required to pay the debt back - and because raising taxes on all but the 
wealthy will hurt the economy, it will be the wealthy and their children who will 
bear the burden of much higher tax levies. 

In order to avert either crisis, there are two possibilities. The first is the 
elimination of deductions, including the Charitable Deduction itemized on 
personal income taxes - especially for the wealthy. If the charitable sector, from 
the caring community to the arts, industrial and education sectors, convince 
wealthier taxpayers to fight for this deduction, then the only alternative is higher 
rates than would otherwise occur, possibly including a much more graduated tax 
system. 

Luckily, the American Tax Relief Act may provide a solution to some of these problems. In our 
studies on the relationship between tax policy, the federal capital markets and economic growth, 
which we shared with this committee on February 7, 2012, we showed that in Democratic 
regimes which raise taxes on the wealthy, the relationship between reducing the deficit and 
economic growth changes slope because more is taken out of the savings sector and added to the 
spending sector. IfATRA impacts over the next decade duplicate the Clinton years, much of the 
net interest problem will solve itself. If we have learned our lesson from the 2000s, we shall not 
make the same mistake again. 

Thank you again for the opportunity to present otu comments. We are always available to 
discuss them further with members, staff and the general public. 
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